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CRUDE OIL SEVERANCE TAX

MONDAY, MAY 7, 1979

U.S. SENATE,
SuBcoMMITTEE ON ENERGY AND-FOUNDATIONS,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:40 a.m. in room
2221, Dirksen Senate Office Building, Hon. Mike Gravel (chairman
of the subcommittee) presiding..

Present: Senators Gravel, Long, Baucus, Wallop, Dole, Heinz, and
Durenberger.

(The press releases announcing these hearings follow:]

[Press Release No. H-22) .
April 11, 1979.

U.S. SENATE, COMMITTEE ON FINANCE, SUBCOMMITTEE ON ENERGY AND
Founparions

SUBCOMMITTEE ON ENERGY AND FOUNDATIONS ANNOUNCES HEARINGS ON WINDFALL
PROFITS TAXES

Subcommittee Chairman Mike Gravel (D., Alaska) announced today that the
Senate Subcommittee on Energy and Foundations will hold hearings on back-
ground information on energy and taxation policy. The Subcommittee intends to
develop some of the background information that will be necessary when consider-
ing tax proposals related to energy Production.

The hearings will be held on April 30, and May 7, 1979, in Room 2221, Dirksen
Senate Office Building. They will begin at 9:30 a.m.

‘“The President has proposed decontrol and windfall profits taxes, without spell-
ing out the precise relationship between the two,” Senator Gravel said. “In order
to make an informed judgment as to the merits of the Administration’s proposal,
and the alternative proposals which have been and will be put forth by members
of Congress, we should Legin now to develop the necessary background informa-
tion. This information should come from the executive department, congressional
sources, and outside sources, including investment advisors.

“Much information has been gathered over the past three Congresses, when
the Finance Committee has considered various energy tax proposals. This needs
to be updated.

‘‘Also, models for analyzing the impact of the current tax proposals need to
be readied.”

The Administration will testify on the first day, April 30, 1979. Witnesses for
the second day, May 7, 1979, will be announced at a Iater date.

Senator Gravel stated that the Subcommittee would be pleased to receive
written testimony from persons or organizations not scheduled to appear at the
hearings. Written testimony for inclusion in the record should be typewritten,
not more than 25 double-spaced pages in length and mailed with 5 copies b
May 21, 1979, to Michael Stern, Staff Director, Committee on Finance, 222
Dirksen Senate Office Building, Washington, D.C. 20510,

1)
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{Press Release No, H-24])
April 87, 1979.

TommITTEE ON FINANCE, U.S. SENATE, SUBCOMMITTEE ON ENERGY AND
FouNpaTIONS

SUBCOMMITTEE ON ENERGY AND FOUNDATIONS POSTPONES HEARING ON WINDFALL
PROFITS TAX

Subcommittee Chairman Mike Gravel (D-Alaska) announced today that the
hearing before the Subcommittee on Energy and Foundations on wind{all profits
taxes that was scheduled for April 30, 1979, will ba postgoned.

Hearings had been scheduled for April 30 and May 7, 1979. The hearing originally
scheduled for April 30 will be held on May 7, and the hearing originally scheduled
for May 7 will be held at a later date to be announced.

The hearing now scheduled for May 7, 1979 will begin at 9:30 A.M. in Room
2221 Dirksen Senate Office Building.

[F¥ess Relesse No. H-25)
May 3, 1979.

ComMmITTEE ON FiINance, U.S. SENATE, SuBCOMMITTEE ON ENERGY AND
FoUNDATIONS

SUBCOMMITTEE ON ENERGY AND FOUNDATIONS ANNOUNCES ADDITIONAL HEARINGS
ON WINDFALL PROFITS TAXES

- Subcommittee Chairman Mike Gravel (D-Alaska) announced today a second

day of hearings on windfall profits taxes will be held on May 11, 1979, and a third

da;l" on June 11, 1979.

B .ll(;‘gse hearings will begin at 9:30 A.M. in Room 2221 Dirksen Senate Office
uilding.

The grat day of hearin% is scheduled for Monday, May 7, 1979, beginning at
9:30 A.M. in Room 2221 Dirksen Senate Office Building.

Previous announcements with respect to these hearings appear in Press Release
H-22 (dated April 11, 1979) and H-24 (dated April 27, 1979).

The witnesses scheduled for the first day, May 7, 1979, are:

The Honorable Emil Sunley, Deputy Assistant Secretary (Tax Analysis),
Delgartment of the Treasury;

ichard M. Smith, Director, Office of Policy Coordination, Office of Policy
and Evaluation, Department of Energy; and

Dr. Alice Rivlin, Director, Congressional Budget Office.

Senator Gravel stated that the Subcommittee would be pleased to receive
written testimony from persons or organizations not scheduled to appear at the
hearings. Written testimony for inclusion in the record should be typewritten,
not more than 25 double-spaced pa%es in length and mailed with five (5) copies
by June 29, 1979, to Michael Stern, Staff Director, Committee on Finance, Room
2227 Dirksen Senate Office Building, Washington, D.C. 20510.

Senator GRAVEL. We are here today to begin gathering information
which will assist Congress in dealing with the oil shortage now facing
this country. On April 26, President Carter presented his proposed
windfall profits tax and energy security trust fund package intended
to direct this through the current energy crisis and to accomplish
national energy independence by encouraging greater exploration,
research and development of domestic energy resources.

These hearings, the first before the Senate Finance Committee
Subcommittee on Energy and Foundations, are intended to assemble
background information on the oil and gas production companies
which will be necessary to analyze any energy tax proposals such as
that proposed by Mr. Carter. Qur purpose is to develop as complete
a picture as possible of the financial affairs of these companies and
the Eossible impacts of any new energy tax which may be imposed
on them. Over the course of these hearings, this information will be
provided by representatives of the administration, banking and financ-
ing institutions, universities, and industry.
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Since the Arab oil embargo, the subject of oil company profitability
and the need for increasing domestic oil reserves as well as other
energy resources has been often addressed by the Senate. Much
information has been obtained over the past three Congresses when
the Finance Committee considered the profitability issue and various
energy tax proposals.

This information now needs to be updated.

This subcommittee will inquire into the history of oil compan
profitability over the past decade, including the period of the Ara
oil embargo. We also will analyze oil company finances, such as
income, cash flow, capital expenditures, dividends, borrowings and
equity over this same time period. .

Our inquiry will not be left to past financial figures, for it is equally
important, in adequately determining the economic effect of the
decontrol and taxation program offered by the President, to have
reliable estimates of near future profitability and finances.

The impact of such a tax on profitability is but one of the complex
issues which must be dealt witﬁ before any legislation is enacted by
Congress. Just as important to these hearings is the expectation we
have that the future spending and investment of profits accruing to
these companies will be utilized in domestic oil and gas exploration
and production activities.

These are somee of the questions which we will seek to answer during
these hearings.

We have today the Honorable Emil Sunley, Deputy Assistant
Secretary, Department of the Treasury with respect to Tax Analysis.
Next, we will have Mr. Richard Smith, Director of the Office of Polic
Coordination, Department of Energy, who I will ask to join the panel.
Then Alice Rivlin, Director of the Congressional Budget Office will
follow, to join the last two in a panel.

I would like to have all three, after they have made their presen-
tations, sit here as a panel so that we can have a colloquy between
the members of the committee and the witnesses. We will withhold
our questions until we have had a presentation of all three witnesses.

I would like to recognize for an opening statement, my colleague
Senator Wallop.

Senator WaLLop. Mr. Chairman, I have an opening statement that
I would like to submit for the record. I agree with you that we want
to look at this whole situation with some detachment and not fall
prey to what has been the habit of most people on the outside in
talking about this tax, that is, flaming rhetoric about oil company
profits, and other things. It seems to me that it is time to be respon-
sible, and basically that is the gist of the statement that I will insert
in the record, along with some information about oil company profits
in the last decade.
¢ ][l'[‘he prepared statement of Senator Wallop and attachments
ollow:
’ ] PREPARED STATEMENT OF SENATOR MaLcoLM WaLLOP .

Thank you Senator Gravel for your introduction and for holding these hearings
on _the proposed decontrol tax.

I am pleased that the Subcommittee on Energy and Foundations is taking the
time to investigate the facts regarding the President’s tax proposals, and the
effects of dzcontrol. It is regretable that the outset of the debate on a decontrol
profits tax has been clouded in rhetoric and confusion over the level of energy
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industry profits. The presumption established is that energy companies have
already heen reaping huge, disproportionate profits. This simply is not the case.

I think some clarity can be lent to the issue by quoting a noted energy expert
who was asked whether oil company profits are reasonable. His response was,

““At the present time they certainly are reasonable. The profits have not in-
creased in the industry since 1974 and in real terms they have declined. The oil
companies are not doing spectacularly well in comparison to other manufacturing
industries. The question is prospective profits, the effect of decontrol, the effects
of QPEC prices. But it is I think a misconception that at this point oil company
profits are spectacularly high."”

The author of the quote is an energy expert with whom I often disagree, but
in this instance Secretary Schlesinger is rigfn)t. Oil company profits have not been
excessive,

A recent Citibank study indicates that in the decade 1968 to 1977, the rate of
return for petroleum companies was 13.9 percent compared to 13.3 percent for all
manufacturing. In five of those ten years, the petroleum industry’s rate of return
was below average. Preliminary 1978 data at Citibank shows a 14.3-percent rate
of return for oil companies compared to 16 percent for all manufacturing.

To illustrate my point further, I would like to include for the record a few charts
wl(liich demonstrates the level of oil company profits compared to other major
industries,

And what about those high profits reported for the first quarter of this year?
It is important to keep in mind that companies have been delivering unprecedented
amounts of oil to the American people. Consumption levels for January and
February were at all time record highs. Our inventories are greatly depleted and
oil companies will have to rebuild the inventories with higher priced oil,

If we look at the first quarter profits of other companies, it is evident that
profits are up in many industries. American Motors profits in the first quarter of
1979 increased 1,100 percent over the same period last year. National Steel was
up 763 percent, Alcoa up 137 percent and B. F. Goodrich was up 68 percent over
the first quarter of last year. Are we to put the word out that profits in a free
enterprise economy are to be discouragedr

Congress may decide to adopt a tax on profits resulting from decontrol, but I
trust we can begin the debate with correct information, and consider a decontrol
profits tax by reviewing the true situation, rather than acting on rhetoric and
innuendo.

The other side of energy taxes we cun examine in these hearings is whether
industry can meet the staggering capital requirements needed to develop new
energy resources, and convert existing resources into clean efficient fuels. My
preference is to make sure that the energy industry has adequate capital to invest
in energy exploration and production.

Studies by the Department of Energy, Chase Manhattan Bank and the Bankers
Trust Company indicate that U.S. energy companies will need $20 to $26 billion
annually through the mid-1980’s just to maintain current reserve levels, The two
bank studies show that the petroleum industry’s total capital expenditures in the
U.S. through the mid-1980’s should average around $40 hillion a year.

In contrast, total oil company capital expenditures for the decade 1967 to 1976
average about $11.6 billion, Of that total, about $7.5 billion was for exploration
and development. Clearly the financial means must be made available if the U.S.
is to meet the energy investment requirements that will hold our reserves con-
stant, let alone reduce our dependence on foreign energy sources,

The President was proud to announce that his proposed windfall profits tax
would limit the oil companies’ increased income to $6 billion over the next three
years. His tax proposal with its absence of a credit to encourage production and
ex%loration, fails to recognize the capital dernands of the energy industry.

ather than viewing oil decontrol as an opportunity to levy a new tax, create
new programs and spend more money, decontrol could allow us to channel more
private investments into the production of energy.

We all welcome the administration witnesses and the opportunity to review
the proposed decontrol tax. I am troubled by the complexities of the President’s
program, and the indication that even more complex proposals are being con-
sidered in the House. Complexities in the energy tax laws will bother the major
oil companies, who have plenty of lawyers and accountants to handle new prob-
lems less than some, but more complexities in the tax laws will detract time and
resources from the small independent drillers who account for over 90 percent of
the new wells drilled in the U.S. These are the people who are taking the risks to
find new oil in Wyoming and other western states, and they should have tax laws
that support them in this effort.



5

PERCENTAGE RETURN ON AVERAGE SHAREHOLDERS' EQUITY

1968-77
1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 (average)

GUI - e as 13 11 11 9 5 9 11 12 0 n
3 12 12 4 13 20 15 15 3 "
Mobil 11 1 2 12 7 12 13 3 13 .
Texaco 13 13 4 13 9 ¢ 10 0 ... .
. 11 1 2 12 7 12 13 4 W .
Amoco.. 10 10 10 10 1 15 15 [ S,
Al oil companies_ .. ................ 1 1t 10 10 g 13 M 4 ... 13.2
Leisure time industries_ . .1 6 9 12 6 14 15 6 .oooo 16.0
Automotive companies 13 7 3 15 € 7 7 n 8 ...... 13.0
Radio and TV. 12 12 2 15 2 121 0 ..o 14.7
Publishing. .. 13 12 2 13 2 11 13 7...... 13.6
ru1s .......... 19 19 8 19 9 19 18 6 .. 13.9
el 8 5 5 6 16 10 8 0...... 9.8
1 8 10 10 1 14 12 W 13...... 12.0
PERCENTAGE RETURN ON AVERAGE CAPITAL EMPLOYED
10 9 8 7 12 15 10 10
10 10 11 1 15 16 13 12
9 9 10 10 13 14 10 10
10 11 11 10 14 15 8
9 9 9 9 11 4 10 10
8 8 8 8 10 16 11 12
10 9 8 7 15 10 10
9 9 9 8 12 15 10
Publishing._.... .10 9 S 10 11 10 9 11
Radioand TV..__........oiiiieiiinnnn 7 7 7 10 8 9 9 13
Personal care.... 15 15 15 16 16 14 13 14
Savings and loan 12 11 1 13 13 13 12 |
Steel. .. 6 4 4 5 7 12 8 6

Top 10 industries in return on capital employed
[In all cases, based on survey of 41 industries]

1968-77 averages 1973-77 averages
Rank: Percent return Rank: Percent return
1. Drugs__ . ____ 16. 1 1. Drugs. .. oo 15. 9
2. Instruments...____._______ 14. 5 2. Qil services............. 15.2
Personal eare...__.__..._ 14. 5 3. Office equipment_.______ 14. 4
4. Qil services. . . _._...._.._ 13. 9 4. Instruments_____________ 14.3
5. Office equipment._._.___. , 13. 8 5. Personal care_._...____.. 14. 1
6. Tobacco_ . . ____._.__ 12. 4 6. Coal . __ . _________.__. 13. 9
7. Beverages.. ... ... ..__ 11. 6 7. Special machinery__.___. 12, 7
8. Coal . _ . ... 11. 4 8. Tobacco___ . ____________ 12. 5
Special machinery..._.__ 11. 4 9. Electrical products_______ 11. 8
10. Electrical products_______ 11.2 10. Beverages__.________.__._. 1.7
16. Petroleum._ .. ________ 10.3 12, Petroleum.._______._____ 11. 3

Top 10 Industries in Return on Shareholders’ Equity

1968-77 averages 1973-77 averages
Rank: Percent return Rank: Percent return
1. Drugs.. oo ____ 18. 7 1. Coal. . .. 20. 4
2, Oilservices._ ..o 18. 0 2. Oilservices. .. ._........ 19. 8
3. Personalcare.._.______._._ 17. 3 3. Drugs. ... ____ 18. 7
4. Coal.______________.._. 16. 9 4. Personal care.._____.____ 17. 0
5. Office equipment.__.____ 16. 3 5. Office equipment__.______ 16. 8
6. Tobacco_ . __ ... _____._._. 16. 2 6. Tobacco. - . ___. 16. 7
7. Instruments_ .. ___.____ 15. 8 7. Instruments.____________ 15.7
8. Trucking. .. _______._____ 15. 2 8. Special machinery. _.____ 15. 6
9. Radio-TV broadcasting... 14.7 9. Radio-TV broadcasting.... 15.4
10. Beverages. ... ..__._.___. 14.5 10. Chemicals_.___._._.__.. 150
17. Petroleum. . . _.___._. 13. 2 Trucking. - - oo .. 150
12, Petroleum. ... __ ... ._. 14.9



Senator GRAVEL. Thank you.

Would any other member like to make a comment at this time?

Senator Dole.

Senator DoLE. I appreciate the Chairman, Senator Gravel, calling
these hearings. There is going to be considerable discussion, on ways
to I)roduce energy and ways to manipulate taxes.

'The Country has been waiting for 214 years for an energy message
from the President of the United States. Since 1977, our energ;'iv supply
position has deteriorated. We have not lessened our dependence on
imported fuel. In fact, our dependence has been increased. Congress
spent most of the time the past 2 years addressing a tax bill, not an
energy program.

The initiation of the decontrol of domestic oil is some positive steps
toward stopping the subsidization of imported crude oil. I advocated
the replacement prices for newly discovered oil for many years.
However what we have, in effect, proposed by the administration, is
not a “windfall profits tax but an excise tax on oil—a warmed-over
version of the so-called crude oil equalization tax that Congress,
Earticularly the Senate, soundly rejected last year. The excise tax

as the same deficiencies as COET.

If, there is a windfall, then I think we have an obligation to either
impose a tax or to encourage the industry to return that revenue
back into more exploration and development.

What we truly need in this country, is increased energy supplies.
We should not reject out of hand an energy surtax to be imposed if
the decontrol revenue is spent for increased oil exploration. If we are
going to ask the American people to sacrifice because of higher prices,
they should have some assurance the industry is seriously looking for
more energy supplies.

I would ask that my statement be made a part of the record. I
would say that a true windfall profits tax is the proper approach. I
expect to introduce such a proposal in the near future.

rThe prepared statement of Senator Dole follows:}

PREPARED STATEMENT OF SENATOR Bos DoLk

M. Chairman, it has been over two years since the administration declared the
“moral equivalent of war’’ on our energy problems. However, since that time,
our encrgy supply situation has deteriorated: We have not lessened our depend-
ence on imported fuel. Instead, Congress spent the first two years of the current
administration considering a tax bill, not energy legislation. Ultimately, Congress
rejected most of the ill-conceived taxes, including the centerpiece—the crude oil
equalization tax.

The Administration, in initiating decontrol of domestic oil has, at least, taken
some positive steps toward ending the subsidization of foreign crude oil. I have
advocated replacement prices for ‘“‘newly discovered’ oil for many yesrs.

The Administration has suggested a tax on the new revenues generated by oil
decontrol. The tax has been labeled a windfall profits tax. Windfall profits tax is a
misnomer. There is no tax on profits. The proposal is nothing niore than an excise
tax on crude oil. It is o warmed over version of COET. Therefore, it suffers from the
same deficiencies. Little in the President’s new energy plan, other than world
prices for newly discovered oil, provides incentives f‘(,)r domestic exploration.

I am concerned that oil companies will receive billions of dollars in increased
revenues and can use that money for whatever purpose they desire. I don’t believe
we should reject out of hand an energy surtax to be imposed unless decontrol
revenue is spent for increased oil exploration, If the American people are being
asked to sacrifice because of higher prices, they should have some assurances that
more energy will be available.
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A true “windfall profits’’ tax is the proper approach. I expect to introduce such
a proposal in the near future,

I look forward to hearing the comments of the witnesses today.

Senator GRAVEI. Senator Heinz.

Senator HEiNz. [ have no statement, thank you.

Senator GraveL. Very good. Mr. Sunley.

STATEMENT OF HON. EMIL SUNLEY, DEPUTY ASSISTANT
SECRETARY OF THE TREASURY FOR TAX ANALYSIS

Mr. SunpLey. Mr. Chairman and members of this subcommittee,
I am pleased to appear today to discuss in some detail what we know
abeut oil company profitability and financing. Without geing into
the specifics of the President’s energy prograin, I will describe our
estimates of the impact of this program on oil company profitability.
Hopefully, the testimony will provide useful background information
for the committee’s consideration of the President’s proposals, par-
ticularly his windfall profits tax.

The President on April 5 announced that he is phasing out Govern-
ment price controls that hold down our domestic production, encour-
age consumption, and increase our dependence on foreign oil. However,
as controls end, oil companies will reap billions of dollars of windfall
profits. The President therefore, has proposed a tax to capture these
windfall profits. This tax will provide needed revenue to help those
most hurt by decontrol, to improve mass transit, and to fund energy
research and development.

I have included in the appendix several tables containing basic data
on the petroleum industry—its size, structure, taxes, profitability,
assets and liabilities, and sources and uses of funds. In my testimony
I want to highlight the salient facts and conclusions to be drawn from
ahose tables. As I proceed, I will make note of the limitations of the

ata.

In the course of previous reviews of oil industry economic statistics,
I am sure you have learned there is no single completely satisfactory
set of statistics by which to accurately characterize this industry.
There are three basic confounding factors that create this state of
affairs: vertical integration, conglomeration, and foreign operations.
First, although the oil and gas industry is fundamentally a collection
of extractive activities, minerals must first be processed and trans-
ported before they may be used. As a result, the structure of enter-
prises engaged in the mineral business, including oil and gas com-
panies, is extremely heterogeneous. At one extreme, there are some few
companies wholly devoted to oil and gas extraction; but even these
companies may engage in exploration and development to maintain
their productive capacity. At the other extreme, there are companies
which participate to a greater or lesser degree in all stages of the oil
and gas business, from exploration through refining to retail distribu-
tion of petroleum products. Obviously, changes in wellhead oil and
gas prices have more economic impact on the exploration through
production stages of the business than on transportation, processing,
and distribution. Unfortunately, none of the standard statistical series
relating to the operations of enterprises popularly called oil companies
makes distinctions between the several stages of the oil business.
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Second, the mineral and fuel market expertise of oil company man-
agements, particularly their skill in, and aptitute for, long-range in-
vestment planning, is, and has ‘been, transferable to nonoil and gas
activities. Oil companies not only engage in the closely related activi-
ties of the petrochemical industry, some also engage in coal and metal
mining. Company statistics are not readily decomposed into the dif-
ferent lines of activity in which they engage, and this makes still more
difficult the task of assessing effects of oil price policy on the economic
position of oil companies.

Third, virtually every company with significant U.S. oil preduction
is also active abroad. Normally, available company financial data do
not provide a basis for clearly distinguishing domestic from foreign
operations, and in those cases, such as tax returns and FTC financial
surveys, where a consistently defined domestic/foreign reporting
system is imposed, the classification of financial data by line of
activity is still beyond reach, Moreover, since 1971, and particularly
since 1973, sharp changes in the foreign exchange value of the dollar
have resulted in equally sharp but opposite changes in the dollar
value of foreign earnings. This adds another dimension of interpreta-
tive difficulty to the evaluation of oil company financial statements.

I will now review some basic information relating to the petroleum
industry—its size, market structure, and financial accounts—and
will then turn to issues of the profitability of the industry and its
investment behavior.

INDUSTRY PERSPECTIVES

The Department of Commerce publishes estimates of the volume
of economic activity occurring within the political boundaries of the
United States. The aggregate measure, called gross domestic product
(GDP), is the value of goods and services produced for domestic
use and export, and this is further broken down into the several
sectors, manufacturing, agriculture, et cetera. In 1978, petroleum
extraction and refining accounted for 2.6 percent of GDP, measured
in 1978 dollars; in 1971, the petroleum sector accounted for 1.7
percent of GDP, measured in 1971 dollars. This would appear to
indicate an increase in the relative importance of petroleum sector
activity. However, when GDP and the portion originating in the
petroleum sector are expressed in constant (1972) dollars, using the
specific deflators for each sector, the petroleum sector share has
-actually declined, a reflection of the decline in domestic oil production
since 1970-72.

Sector 1971 1972 1973 1974 1975 1976 1977 1978
PERCENT OF GROSS DOMES-
TIC PRODUCT
Current dollars:
Petroleum._....._..._.. 1.7 1.7 1.8 2.2 2.2 2.5 2.6 2.6
Other manufacturing. ... 23.0 23.1 23.1 2.7 20.9 21.4 21.6 97.4
Aflother...._._........ 75.3 5.2 75.2 76.1 76.9 76.1 75.8 '
1972 dollars:
Petroleum....._. eeemene 1.8 1.7 1.6 1.6 1.7 1.6 1.6 1.6
Other manufacturing..... 22.2 23.1 23.9 22.5 21.5 22.4 22.1 '
Allother........_._.... 76.0 75.2 ns 5.9 76.9 76.0 5.7 93.4

Source: Appendix tables I-A, 1-8, |-C,

[}
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Even the large increase in current dollar product originating in the
petroleum sector in 1974 (when the OPEC quadrupling of world oil
prices spilled over into that portion of the U.S. oil output then uncon-
trolled) barely offset the production decline. As critical as the oil
industry is, it is helpful to bear in mind that it accounts for less
than 2 percent of domestic economic activity, less than one-tenth of
manufacturing,

Although there are at least 65,000 unincorporated enterprises and
about 10,000 corporations directly engaged in the petroleum sector
of the economy, a relatively few entities, perhaps 25 to 30, account
for a major fraction of petroleum produced or processed. In large
part, this is an outcome of the geological characteristics of under-
ground reserves. Most of our domestic oil production is provided by
giant fields previously discovered, and major interests in these prolific
discoveries remain in the hands of the original discoverers. Finders of
giant fields become giant companies, often integrating forward into
refining and marketing, although companies originally large refiners
and marketers have also successfully Integrated backward into dis-
covery and production.

In further part, this reflects specialization in the dicsovery process.
Some enterprises prefer to apply their skills and taste for the assump-
tion of risk primarily to the finding of oil which, for reasonable com-
pensation, they sell to, or share with, integrated companies that can
assure a market for the oil. Thus, in 1975, tax return data reporting
worldwide sales of integrated petroleum and refining companies show
that over 96 percent of the sales were accounted for by 28 companies,
1.7 percent of the total. This dominance of the largest firms is also
reflected in FTC data pertaining only to domestic sales: nearly 93
percent of total sales was reported by the largest firms, those with
assets over $250 million.

Similarly, because capital intensity in the oil business is extremely
high, corporations are by far the most dominant form of business
organization. In 1976, the most recent tax year available, among
enterprises engaged in oil and gas extraction and refining corporations
accounted for over 98 percent of sales, but only 13 percent of the
enterprises in the industry.

INTEGRATED PETROLEUM AND REFINING COMPANIES: 1975

[Dollar amounts in milfions}

Companies Sales
Asset size Numbers Percent Amount Percent
From tax data: (worldwide)
A SIZeS. .. i iiiiiiieciaaann 1,622 100.0 $259, 479 100.0
Under $10,000,000.............. - 1,531 94.4 1,628 0.6
$10,000,000 under $50,000,000. .. 36 2.2 1,609 0.6
$50,000,000 under $250,000,000_ . 27 1.7 7,010 2.7
$250,000,000 OF MOre. . ... oooioiiiioaaann 28 1.7 249,232 96.1
fFrom FTC data: (domestic)
All sizes 2‘) ?) 121,757 100.0
D] v 1,172 1.0
¢ ! 1,744 1.4
Q@ ! , 4.8
[d n 112,955 92.8

1 Not available.
Source: Appendix table 1),
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U.S. OIL EXTRACTION AND REFINING ENTERPRISES
[Dollar amounts in millions)

1973 1974 1975 1976

Worldwide sales .. ... . .. . ... . ... $141, 696 $309, 263 $308, 558 $361, 351
Percentage by:

Corporations............... aa- .8.1 98.5 98.2 38.2

Pﬂ:g:ietouhips 1.1 .8 .9 .9

Partnerships. ... ... alo.. .8 .7 .9 1.0

Source: Appendix table 11,

Due to the historical precedence of the U.S, oil industry, it has been
a dominant force in world trade. When rich oil discoveries abroad
burgeoned during the preceding 35 years, U.S. companies were among
the most successful developers of productive capacity. As a conse-
quence, the income of U.S. oil companies is predominantly foreign. In
1976, nearly 80 percent of all oil company corporate income subject
to tax derived from foreign operations. However, there is some indica-
tion that the widespread resource to expropriation policies abroad has
caused some decline in the relative importance of foreign operations of

U.S. companies.

FOREIGN AND DOMESTIC TAXABLE INCOME; ALL OIL COMPANY TAX RETURNS
{Dollar amounts in millions)

1972 1975 1976
Amount Percent Amount Percent Amount Percent
Worldwide taxable income............ $7,781 100.0 $38, 145 100.0 $46,643 100.0
Foreign operations. ... .......... 3 8.9 31,791 8.3 36, 450 18.2
Domestic operations. ... _..... 1,021 13.1 6, 355 16.7 10,193 21.9

Source: Appendix table V.

As a final perspective on the oil industry, I would like to review its
financial structure. For this purpose, I shall utilize data from the Com-
pustat file of financial reports maintained by Standard and Poor’s and
also financial survey data published by the Federal Trade Commission.
The Compustat file covers more than 3,000 publicly held corporations,
and records data from their financial statements. The FTC survey
directly collects financial information from a sample of nonfinancial
corporations; in contrast with Compustat and other compilations of
financial statistics, the FTC data are requested in a format designed
to isolate foreign operations. With respect to the oil companies each
includes in its coverage, the balance sheet and income statement items
are not fully comparable with those reported by other manufacturing
corporations. The asset and income accounting conventions used by
oil companies more frequently permit current deduction of investment
outlays for establishing the existence of oil and gas reserves, a signifi-
ficant and valuable asset. This results in a relative understatement of
income whenever such outlays are increasing and in an undervaluation
of the reserves and net wort}‘;. However, these accounting conventions
are less frequently used by smaller independent companies engaged
primarily in extraction.

In 1977 the Compustat data indicate that oil extraction companies
had 75 percent of their total assets in fixed plant, integrated and re-
fining companies 65 percent, and nonoil companies only 43 percent.
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This mildly understates the heavy reliance of oil companies on fixed
plant. Other companies devote more of their assets to working capi-
tal—cash and inventories—and this provides them a higher average
turnover rate. Because the FTC data are especially consolidated to
focus on domestic operations, the balance sheet elements based on
reports to the FTC (app. table V) do not usefully portray the composi-
tion of assets employeél) : the value of plant, equipment, and working
capital in foreign operations is subsumed under ‘“‘other assets” in the
form of interests in those enterprises.

FIXED ASSETS AS PERCENTAGE OF TOTAL ASSETS

Industry 1971 1972 1973 1974 1975 1976 1977
Oil and gas extraction. ... ... ... 69 69 69 70 n 72 75
Integrated petroleum and refining....._. 70 70 66 61 62 63 65
All other manufacturing............_... 45 44 4 43 “ 43 43

Source: Appendix table VI,

Notwithstanding the oil companies’ greater reliance on fixed assets,
the method by which they finance their total assets does not markedly
differ from other large companies. For example, in 1977 oil extraction
and integrated refining companies financed 63 and 61 percent of their
assets by equity, respectively, as compared with 66 percent for other
manufacturing corporations. Although the equity percentage of other
manufacturing has held fairly steady over the period 1971-77, the
equity percentage of oil companies appears to decline, suggesting a
greater reliance on debt.

Both the slightly lower oil company equity percentages and the
indicated declines therein are influenced by the accounting conven-
tions noted above. In the period since 1972, when oil prices have been
rising, many of the oil companies’ real assets have been appreciating.
Thus, as large volumes of resource replacement expenditure have been-
made, more of these additions to total assets have been financable b,
borrowing on the enhanced, but financially unrecorded, value of o1l
company reserves.

These comparative statistics are consistent with the FTC data,
after allowance for the differences in definition of total assets. Whereas
we have ‘“netted out” trade credit in compiling Compustat data, the
FTC data include the total of accounts and short-term notes receiv-
able among the assets, and total accounts and short-term notes pay-
able among the liabilities. As compared with the foregoing Compustat
percentages, both the oil companies’ and others’ figures are lower,
the latter by more because of the greater importance of trade credit
in their operations but the downward trend of the oil companies’
equity percentage still appears while the other companies’ percentages

hold steady.
EQUITY (NET WORTH) AS PERCENTAGE OF TOTAL ASSETS

Industry 191 1972 1973 1974 1975 1976 1877
il and gas extraction_ __.__..._....._. 69 66 67 65 64 63 63
Integrated petroteum and refining.._.... 71 1 n 67 64 61 61
All other manufacturing................ 67 68 67 64 65 66 66

Source: Appendix table VI,
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EQUITY (NET WORTH) AS PERCENTAGE OF TOTAL ASSETS

Industry 1974 1975 1976 1977 1978
Integrated pelroteum and refining....... 63 62 60 59 57
Other manutacturing............_..... 51 52 53 52 51

Source: Appendix tables V-A and V-B,

A final descriptor of the financial structure of corporations is the
ratio of long-term debt to equity. Given the near equivalence of oil
and nonoil company equity percentages and the fact that nonoil com-
panies rely more on trade credit, it follows that oil companies will
exhibit slightly higher long-term debt to equity ratios. Thus, in 1977
when oil extraction and integrated refining companies had long-term
debt outstanding equal to 36 and 35 percent of their equity, respec-
tively, other manufacturing firms had a ratio of but 30 percent.

LONG-TERM DEBT AS PERCENTAGE OF EQUITY

Industry 1971 1972 1973 1974 1975 1976 1977
0if and gas extraction 35 39 35 35 35 38 36
Integrated petrolieum and refining....... 28 28 26 25 3l k! 35
Other manufacturing.................. - 33 32 a 34 M 31 30
Source: Appendix table Vi,
PROFITABILITY

I should like to make four general observations before reviewing
the information on oil company profitability we have been able to
assemble.

First, profits have a complex relationship to changes in the price of
output. When output prices, crude oil prices in the present instance,
rise, profits also immediately rise. However, the extent to which higher
profits can be maintained depends upon the behavior of costs. Real
unit costs rise as greater effort is expended on pumping oil from existing
fields and as less attractive prospects are drilled. Until costs rise to
fully match increases in output prices and thus to restore profits to
normal levels, higher levels of profits will prevail.

Second, profits are an aggregate, like a wages bill or costs of mate-
rials. For an enterprise as for a collection of them, as activity expands
and efforts are made to increase capacity, the capital aggregate to
which the profits are attributable also grows. It is one thing to observe
that a wages bill has doubled while the number of person-hours ex-
yended has remained the same; it is another to observe that wages

ave doubled simply because twice as many person-hours are em-
ployed. Similarly, profits may be evaluated only if they are compared

«—teo-an appropriate base. Profit per dollar of equity capital is one such
measure.

Third, profits are but one share of the income generated by the
capital employed by an enterprise. As we have noted, about a third
of oil company assets are financed by creditors. If we are to examine
the vitality of an industry, we must consider the net return earned by
ﬁnl (i;he assets, the sum of interest to creditors and profits to share-

olders.
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Finally, prices and sales revenues are all pretax magnitudes. But it
is commonly accepted that individuals muEing market decisions are
driven by after-tax magnitudes. Consumers may spend only what re-
mains to them from their earnings after tax; and tLe funds to acquire
capital assets are also what creditors and shareholders have left from
their earnings from all sources after tax. At the corporate level, then,
what is of interest in discussing profitability is what remains from the
corporation’s product after all costs and corporation taxes, when this
residual magnitude is expressed as a rate of return to equity or to total
assets employed.

“Profits” of corporations are a residual obtained by subtracting
from the amount of receipts (sales plus returns on securities held) the
cost of goods sold, interest paid creditors, and an allowance for capital
consumption. Thus, there is no unambiguous measure of ‘‘profit.”
While receipts are measurable with little controversy, measurement
of the cost of goods sold in a period of inflation is both difficult and
controversial, and for oil companies, whether certain outlays for
reserve discovery and development should be treated as current
period costs of goods sold or capitalized is a further controversial
and unresolved issue, as is then the allowance for capital consumption.

To illustrate the great variance in measures of oil company profits,
in 1976, the taxable income of o0il companies was $46.6 billion; for
that same year, the Department of Commerce estimated pretax
corporate profits for the same companies at $13.5 billion. By far the
biggest source of difference between these two measures is due to
scope: Taxable income is worldwide, national income and products
account profits by industry are restricted to domestic production.
The other large source of difference arises from differences between
tax rules for treating outlays for depreciable and depletable property
and for income excluded by the code, such as tax-exempt interest and
percentage depletion. Thus, over the period from 1971 to 1976, in-
come (profits) subject to tax increased by a factor of 7, national
income profits by a factor slightly greater than 3.

PRETAX PROFITS OF U.S. OiL COMPANIES
{In billions of doHars]

1971 1972 1973 1974 1975 1976

Worldwide income subjecttotax. ... ... ....... 6.7 7.8 13.5 37.9 38.1 46.6
Corporation profits, domestic, national income and

product accounts basis.. ... ... .. _........ 4.0 3.9 6.0 12.1 10.1 13.5

Source: Appendix tables VII-A, YII-B,

If one accepts the National Income Accounts estimate of oil com-
pany profits, then these may be compared with the estimate of
associated Federal income tax from the same source. In 1976, after
payment of State and local income taxes, $12.8 billion of oil company
domestic income generated $3.8 billion in Federal tax liability, an
average tax rate of 29.9 percent. It will be observed that in 1975
and 1976, the average rate of tax estimated by the Commerce Depart-
ment has increased, from 21.7 percent in 1974 to 26.6 percent in 1975.
This reflects, of course, the repeal of percentage depletion for oil and
gas with respect to the integrated oil companies.

46-559—T79——2
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CORPORATIONS IN THE PETROLEUM SECTOR
{Dollar amounts in billions)

w9 W3 1M 1976

Corporate profits before Federal income tax,! na- —

tionalincome and products accountbasis. .. ... $3.9 A $5.8 $11.7 $9.6 $12.8
Federatincome taxliability. . ... ............... .8 1.3 2.5 2.6 3.3
Average tax rate on national income and products

accountprofit(percent). ... _....... T e 15.0 20.4 22.2 .17 26.6 29.9

1 Corporate profits afte, ® and localincome taxes,
Source: Ap X table viil.

—Unfortunately, the National Income and Products Accounts

?,company profits and Federal income taxes cannot
be used to derive a useful measure of profitability. There is no cor-
responding balance sheet to provide a measure of the capital employed
in the industry nor to indicate how the claims against this capital
are distributed as between creditors and shareholders. For measures
of the profit rate, then, we must turn to financial statements, keeping
in mind the inherent weaknesses of the measures of pretax income
and the balance sheet valuation of assets and net worth.

The indications here are that in 1977, while all nonoil companies
in the Compustat file earned an after-tax rate of return of 14.8 per-
cent, oil extraction companies earned slightly less, 14.7 percent,
and integrated oil and refining companies still less, 13.5 percent.
During the period 1971-77, while nonoil companies were increasing
their rates of return by 3.5 percentage points, or 31 percent, extraction
companies increased their extremely low 1971 rate of return by 119
percent, and integrated comFanies increased their return by 25 per-
cent. In 1974, as a result of the higher prices on crude oil, the oil
companies did achieve higher than normal rates of return, approx-
imating 20 Kercent. However, rising costs caused these profit rates
to recede. The FTC data, closely track the Compustat returns despite
the difference in industry coverage.

RATES OF RETURN TO EQUITY (AFTER-TAX)

[in percent]
Industry 1971 1972 1973 1974 1975 1976 1977
Compustal: i

Oiland gasextraction. ... .. ... 6.7 7.2 106 199 15.0 15.2 14,7
Integrated petroleum and refining.._._......._..._ 10.8 10.¢ 15.2 184 129 139 13.5

c Other manufacturing. ... ... i ioioiiaiaan 1.3 1229 144 13.0 120 144 1.8
inlegraled petroleum and refining.............._.. 8 El) ?) 200 123 13.6 13.2
Other manufacturing. .. ...oooemiiinaianaiaaaann g 1) ) 13.2 1.1 13.6 13.9

1 Not avaifsble,
Sources: Appendix tat 8 V-A, V-8B, X,

If we combine interest paid and after-tax profits of stockholders
as & measure of the earnings of assets employed in the oil business,
their ratio to the total amount of assets employed is another indicator
of industry profitability. These percentages tell essentially the same
story as rates of return to equity. In 1977, returns to oil company
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assets were slightly below nonoil manufacturing corporations in the
Compustat file. These latter firms averaged a return of 11.5 percent
on total assets employed while oil extraction companies earned 10.2
percent and integrated oil and refinery companies earned 9.6 percent.
These indicators also show that oil company earnings were relativel

unfavorable in pre-1973 years and that 1974 was an extremely prof-

itable year.
RATES OF RETURN ON ASSETS EMPLOYED

[In percent)

Industry 1971 1972 1973 1974 1975 1976 1977
Oil and gas extraction._ .. ... . ... ............. 6.0 6.0 83 140 103 10.4 10.2
Integrated petroleum and refining. .. ._._..__.. ... ... 8.9 84 1.5 12.8 9,2 9.7 9.6
Other manufacturing. . ... .. oo i iiieiiaan.. 9.5 10 L2 106 102 112 1.5

Source: Appendix table X,

Finally, T would call your attention to appendix table IX which "
the FTC has kindly furnished us. This presents a distribution of
rates of return to equity for integrated oil and refinery companies by
size of total assets for each year 1974-78. There is no clear relation-
ship between size of company and rate of return except that in each
year the very largest size class has earned a below average rate of
return. This result is consistent with similar analyses we have made
of tax return data; it may either indicate that the largest firms are
less efficient, or it may indicate that the largest firms, because they
enjoy stability of earnings, can raise funds at lower cost.

FINANCING THE CHANGES IN CAPITAL EMPLOYED BY OIL COMPANIES

We have been requested to provide an analysis of oil company
finances in recent years to include both the three major sources of
funds—cash flow from operations, new borrowing, and new issues of
shares—as well as the application of these funds to distributions to
shareholders, outlays for plant and equipment, and investments in
the securities of other enterprises. For such data, the only source
readily accessible to us is the Compustat file which provides con-
veniently formatted sources and uses of funds statements beginning
with the year 1971. These data, classified by industry as above, are
presented in appendix table XI.

SOURCES OF FUNDS

Cash flow.—Like any group of long-established firms, oil companies
engaged primarily in extraction as well as integrated firms rely
heavily on operations for the bulk of their disposable funds. After
reducing the net realizations from sales of goods and services for
production expenses, net payments of interest, and taxes, the re-
mainder, commonly called ‘“cash flow” accounted in 1977 for 69 and
81 percent of all sources of funds for oil companies as compared with
87 percent for all manufacturing companies. As shown in appendix
table XI, total sources of funds include external financing and reduc-
tions of working capital (cash, inventories, and net receivables) as
well as cash flow from operations.
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CASH FLOW
[Percent of total sources]

1971 1972 1973 1974 1975 1976 1977

0il and gas extraction___.____ e eieeeaeneaes 64 58 60 3 65 66 69
Integrated petroteum and refining 79 81 84 70 76 74 81
Other manufacturing. o cooovneemminiiiim s n 83 85 n 78 85 87

Source: Appendix table X,

In principle, cash flow consists of two elements: the after-tax income
which might be distributed to shareholders and leave the corporation’s
earning capacity unchanged, and the amount of capital consumed
which, if not replaced by new capital outlays, would impair the earn-
ing capacity o} the corporation. As a practical matter, standard
accounting procedures for estimating depreciation and depletion pro-
vide no reliable measure of capital consumption, particularly in the
oil industry which is characterized by relatively long physical lives
of plant and equipment and where the principal assets—oil and gas
reserves—defy conventional accounting valuation. Given the long
lives of refineries and pipelines, they are particularly susceptible to
technical and market-shift obsolescence, exacerbated in the last 15
years by the rapid evolution of environmental regulations that have
affected both the nature of refinery products demanded and the
processing techniques required. Moreover, the persistence of inflation
over the same period has cast further doubt on standard accounting
measures of depreciation and depletion because these rely on historic
costs. Thus, although the total cash flow from current operations,
which is measured In current year dollars, is a reliable figure, its
allocation between net income of corporate equity and capital con-
sumption is questionable.

Two further complexities arise in evaluating cash flow because it is
reported net of income tax. First, unlike the accounting for sales and
expense transactions that underlie the measurement of pretax income,
the accounting for tax-related transactions is not uniformly on an
accrual basis. For example, the income tax account is used to clear tax
refunds pertaining to prior year losses. When this occurs, the ‘‘refund’’
is reported as an addition to current year net income; this “inflates”
net (after-tax) income in the year the ‘refund” is received while
causing an overstatement of the loss in the year it was experienced.
Similarly, the income tax account is used to clear payment of the
investment credit, and this may be accounted for under existing ac-
counting principles as a reduction in tax and, hence, an increase in
after-tax mcome even thou%h the tax subsidy has little to do with
income-earning operations of the year in question.

Second, under the tax laws, recovery of depreciable and depletable
capital outlays is commonly more accelerated than the comparable
capital consumption allowances estimated for financial reé)orting
purposes. For o1l companies, tax depreciation allowances tend to be
computed by more accelerated methods than are used for financial
reporting; and drilling costs are more rapidly written off for tax than
for financial reporting purposes. When this occurs, taxable income
generated by the company’s operations is deferred to later years as
" compared with the pretax income reported by the corporation for a
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siven year. By the same token, tax liability for a given year is deferred.

nder accepted accounting principles, this condition is reported under
the heading ‘““deferred taxes”; and although this source of funds is in
the nature of an interest-free loan, it is conventionally reported as a
component of cash flow arising from operations. With these qualifica-
tions, the reported composition of cash flow for oil companies is:

COMPOSITION OF CASH FLOW
[Percent of cash flow]

197t 1972 1973 1974 1975 1976 1977

Netincome: 3
Oil and gas extraction. . .....
Integrated netroleum and refini
Other manufacturing........__
Capital consumption:

38 40 46 60 49 §1 46
52 51 59 62 52 54
53 56 §9 56 54 59 60

Oil and gasextraction_ ... .. __..__._...._...... 80 59 52 38 43 52 40
Integrated petroleum and refining..._.._....._.._. 45 46 37 33 43 39 40
Other manufacturing. ... ... ... ............ 45 42 39 40 2 37 37

Deferred taxes:

Oil and gas extraction 2 1 2 2 8 7 14
Integrated petroleum and refini 3 3 4 4 5 7 8
Other manufacturing 2 2 2 4 4 4 3

Source: Appendix table X|.

The notable distinctions of oil company cash flow as compared with
nonoil companies are these: (a) Except in 1974, net income is a smaller
contribution to oil company cash flow; (b) correspondingly, capital
consumption allowances tend to be relatively more important; and (c)
most notably, deferred taxes have become increasingly important. The
implication of this latter fact is that tax-preferred capital outlays by
oil companies, have been rising since 1974, particularly among ol
extraction companies. .

External financing.—In addition to cash flow, funds may be obtained
by the issuance of securities. Cash flow is commonly called “internal
financing’’; funds obtained by net new borrowing and issuance of
stock is called “‘external financing.”

EXTERNAL SOURCES OF FUNDS
{Precent of total sources]

Source/industry 1971 1972 1973 1974 1975 1976 19717

Long-term debt:

01l and gas extraction. . ... ... ... .. ...... 6 28 4 7 9 20 7

Integrated petroteum and refining................. 14 6 2 8 18 17 10

Other manufactufing.....c.coveneeneencioannnnnn § 3 0 16 1 2 $
New stock: R

Oil and gas extraction....... . 4 ? 12 1 6 3 15

Integrated petroleum and refinin 0 1 12 1 1 2 2

Other manufacturing...............ooioaiiinns 9 9 9 2 ] 4 0

“ Net reduction in stock outstanding.
Source: Appendix table X1,

Altogether, external financing accounted for 22 percent of oil extrac-
tion company funds in 1977, 12 percent of integrated oil and refining
company funds, and but 5 percent of nonoil company funds. The wide
annual variation in percentages of funds derived from external sources
results from the compounding effect of some variation in the amounts
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of securities issued each year and the larger variation in cash flow. In
this respect, the oil companies seem to behave no differently than
nonoil companies. There is no evidence that oil companies are somehow
more reliant on cash flow than companies in other industries.

USES OF FUNDS

Dividends.—An essential application of corporate funds is the pay-
ment of dividends to stockholders. Whatever may be the precise
financial policy of a large corporation regarding its retention of after-
tax income, it must sustain some level of pay-out to stockholders by
way of providing them assurance that their real incomes are being
preserved, or enhanced, by management’s stewardshig. As the follow-
ing dividend data show, integrated oil companies behave very much
like nonoil companies: dividend payouts are a relatively stable fraction
of total sources of funds, but a variable fraction of reported net income.
Oil extraction companies follow a similar policy, but they pay out
much smaller fractions of net income and total sources.

It is worth noting that each of the three categories tends to pay out
a declining fraction of reported net income, thereby manifesting a
justifiable doubt about the “‘quality’” of reported earnings. Similarly
it is notable that in 1973-74, when both classes of o1l companies
experienced sharp boosts in net earnings, payout fractions dropped

dramatically.
STOCKHOLDER DISTRIBUTIONS

[Doltar amounts in biltions)

Item 1971 1872 1973 1974 1978 1976 1977
Oit and gas extraction:
Dividends paid. ... .cooomoiiiiiiiiiaaen $0.2 0.1 $0.1 $0.2 $0.3 $0.3 $0.4
Percent of:
Netincome._ . ... ...ooiiiiiiiienananas 55 36 22 14 25 24 25
Al SOUTCOS. ..o 13 8 6 [ 8 8 8
Integrated petroleum and refining:
Dividends paid. ... .ceeemnnmienie e enana $3.7 337 $4.0 $4.6 §4.8  $5.2 $5.8
Percent of :
Netincome. ... 52 83 35 29 42 38 41
Al SOUMCeS. . ..o iiiiaaaaaaas 22 22 17 13 17 15 17
Other manufacturing:
Dividends paid. .. cecenmnmiiiiiiaeaaa $8.9  39.5 $10.4 §1L1 $1L.3 §13.7  $16.6
Percent of: -
Netincome. ... oiciimiiiiiaiaannan 50 43 38 40 41 k2) 40

ALl SOUICeS. o ieiiiiiiannas 25 25 22 20 21 23 23

Source: Appendix table XI.
CAPITAL OUTLAYS

But by far the most important use of funds is for capital outlays.
These outlays not only cover-replacement of capital consumed—oil
and gas productive capacity exhausted by production and obsolescent
and wornout plant and equipment—but also any net additions to pro-
ductive capacity that a})Fear to be economically justified. In account-
ing for the application of funds during a year, only those outlays which
are capitalized, shown as an increase in plant and equipment, are in-
cluded as use of funds. Repairs, R. & B expenditures, and, in the
case of oil companies, a considerable expenditure for discovery and
development, are capital stock maintenance outlays that perform the
same function as “capital outlays,” but they are netted against gross
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income from sales; that is, are accounted for as if they reduced cash
flow, not as an application of funds.

CAPITAL OUTLAYS

(Doltar amounts in billions]

item 1971 1972 1973 1974 1975 1976 1977
0il and gas extraction:
Qublays. . i $0.8 $1.1  §1.5 $1.9 $2.4 $2.6 $3.3
Percent of:
Cash flOW._ ... .o i 102 127 125 92 115 110 108
Total sources 66 69 n n 74 74 1
Integrated petroleum and refining:
Oubtlays. .ot $11.0  $10.9 $11.9 $19.4 $20.9 $22.4 $.6
Percent of:
Cashflow. ... . ... e 82 81 64 n 113 96 92
Total sources. ... ... ... oo iiiiiiiiiaaas 64 64 51 53 72 67 72
Other manutacturing:
OUtlayS. . i iiiicicenaan $21.1  $21.1 $28.7 $37.1 $34.3 $35.6 $42.8
Percent of
Cash flow 63 57 62 18 69 58 62
Total sources 60 89 61 66 65 61 60

Source: Appendix table Xi.

With these precautions in mind, we may observe that, in 1977, oil
companies made capital outlays of $27.9 billion. Extraction companies
accounted for $3.3 l%illion, an amount exceeding their cash flow by 8
percent that year and equal to 74 percent of their total sources of
funds. The remaining $24.6 billion expended by integrated companies
represented 92 percent of their cash flow and 72 percent of their total
sources of funds. Extraction companies quadrupled their annual capi-
tal outlays between 1971 and 1977 and, except in 1974 when cash flow
was swoli:zn by the sharp OPEC price increases in January of that year,
outlays throughout the period exceeded 100 percent of cash flow and
constituted an increasing proportion of total sources. This is what we
would expect for an industry with good profit prospects. The industry’s
investments would exceed cash flow and the industry would have no
difficulty in attracting external financing for its capital outlays.

Expectedly, the integrated companies present an investment beha-
vior pattern between the extraction companies and nonoil corpora-
tions. Integrated companies comprise a blend of extraction and manu-
facturing activities. Thus they generally devote more of both their
cash flow and total sources to capital outlays than nonoil companies,
except in 1973-74 when they experienced a larger increase in cash
flow. Integrated oil companies have more than doubled annual capital
outlays and generally increased the fraction of cash flow and total
sources of funds devoted to capital formation. And unlike the nonoil
companies whose outlays were lower in 1975 and 1976 than they had
been in 1974, both classes of oil companies sustained outlay growth.

Before reviewing the last major use of funds, for investments in
securities and acquisitions of other firms, I should like to supplement
the foregoing review of capital outlay statistics with supplementary
data. The financial statistics we have been reviewing cover all the
diverse operations of corporations that have been classified as prin-
cipally engaged in the oil business, and they include both foreign and
domestic operations. Since our principal interest today is in invest-
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ment expenditures directly related to oil and gas productive capacity
in the United States, it is illuminating to examine a statistical series
explicitly devoted to such expenditures.

The joint association survey, a compilation prepared by the Ameri-
can Petroleum Institute on behalf of the institute, the Independent
Petroleum Association, and the Mid-Continent Oil & Cas Association,
has provided estimates of exploration and development expenditures
within the United States since 1966; and since 1973, the Bureau of
the Census has prepared similar estimates as part of its current
industry reports series. Both estimates are based on survey techniques.
In 1977, these sources estimated that a total of $16.9 billion was
expended on oil and gas field exploration and development.

EXPLORATION AND DEVELOPMENT OUTLAYS
[In billions of dollars)

Type 1971 1972 1973 1974 1915 1976 1977

5 $8.7 5.3 1§12 $7.8

.6 . 3.6 5.8 1.6 3.0 2.6
1.7 1.8 1.9 2.9 3.7 4.2 5.2
3.0 4.4 6.4 7.7 9.1

Total exploration... ... ... $2.3  $3.5 95.

Sources: Joint Association Survey and Census Annual Survey of 0il and Gas.

You should bear in mind that this $16.9 billion of expenditures in
1977 cannot be compared to the $27.9 billion of capital outlays re-
ferred to above; the $16.9 billion includes expenditures by companies
not included in the Compustat file, expenditures that would be
financially expensed, and is restricted to U.S. expenditures of this
t‘zpe. Over the period, these expenditures have more than tripled from
the $4.9 billion 1971 level. Except for irregular bulges in land acquisi-
tion expenditures—mostly lease bonuses paid for mineral rights—
expenditures for this critical kind of capital formation have steadily
increased during the period.

Securities purchases and acquisitions.—Finally, because economic
prospects may not warrant expenditure of all available funds for
capital items to be employed in the company’s existing lines of activity,
and because our income tax laws discourage the payout of currently
excess funds to stockholders, funds may be used to acquire other
firms (within or outside of the company’s own lines of activity) or
make investments in securities. Some amount of investment in se-
curities and for the acquisition of other corporations by oil companies
has taken place. In 1977 $672 million of such investments outside the
oil companies’ existing activities occurred. For the oil extraction com-
panies, this utilized about 1 percent of available funds sources; for
integrated refining companies, 2 percent. However, these investments
by inteﬁrated companies were large in 1974 and 1975; the $4 billion
spent those 2 years represented an increased share of funds already
enlarged by the OPEC price increases.
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{INVESTMENTS AND ACQUISITIONS
[Doltar amounts in millions)

Item 1971 1972 1973 1974 1975 1976 1977
0il and gas extraction:
Fundsused. .. .. ... _....._... $59 348 $33 $23 1544 $169 346
Percent of:
Cashflow. . ... ... ....... 7 6 3 | S, 7 1
Total sources. ... ..._.... 5 3 2 | R, 5 1
Integrated petréleum and refining:
Fundsused...._ ... ............ $883 $846 $574  $2,611  §1,438 §827 $626
Percent of:
Cashflow___. .. __._......_. 7 6 3 10 8 4 2
Total sources..._............. L] 5 2 7 H 2 2
Other manufacturing:
Fundsused. ... ... ......... $1,118 1,533 §2,036  $1,230 $),312  §$1,380 $2,651
Percent of:
Cashflow.. ... 3 4 4 3 3 2 4
Total sources. ... .....o....... 3 & 4 2 3 2 ]

1 Net reduction in investments; sale of subsidiary.
Source: Appendix table XI.

Two final qualiflying observations are in order. First, it should be
noted that the investments compiled here only cover mergers and
similar combinations that are financed by the direct_use of the acquir-
ing company’s funds. Thus, in 1974, the purchase of a 54-percent
interest iIn Marcor by Mobil is included in the $2.6 billion presented
above; but the 1976 completion of the merger is not shown, since
it was consummated by an exchange of securities. Second, it is worth
noting that not all the acquisitions encompassed in the total above
take the acquiring company outside the industry in which it is pre-
dominantly engaged. Petrochemical companies, refiners, oil producers
and other related oil businesses, along with other mineral activities
are the most frequent purchases of oil companies. Selected examples
of oil company acquisitions in recent years are presented in appendix
table XII.

IMPACT OF PRESIDENT’S PROPOSALS

Phased decontrol of oil will increase the net oil receipts of producers
and royalty owners by $15.4 billion over the 3-year period 1979-81
(assuming no increase in real OPEC prices). These increases in
income are essentially windfalls; they are unexpected. YWhen the
producers and royalty owners made investments, they never antici-
pated that oil might rise to $13 or $16 a barrel.

If the President’s windfall profits tax is not enacted, the producers
and royalty owners out of the increased receipts will pay State sever-
ance, ad valorem, and income taxes, and the Federal income tax.
After paying these taxes, they will have $8 billion left. The windfall
profits tax will further reduce the after-tax revenues from decontrol
received by producers and griv&te royalty owners to $6 billion. Thus
the proposed windfall profits tax will reduce the after-tax income
received by producers and private royalty owners by 25 percent over
the 3-year period, 1979-81. '
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DISPOSITION OF NET INCREASE N OIL RECEIPTS, ASSUMING BASE CASE—NO INCREASE IN REAL OPEC PRICE

Calendar years
Total Total
1979 1980 1981 1982 1979-81  1979-&

Net increase in oil receipts. ._.._..._._.... e 1.0 5.0 9.3 10.9 15.4 26.3
Net increase in after-tax producer and royalty income:
Without windfall profits tax................... .$ 2.6 4.9 8.7 8.0 13.7
With windfall profits tax_. .. ....... ... .5 2.1 3.4 3.9 6.0 9.9
Percent reduction due to windfall profits tax._...._........... 18.4 31.3 30.8 25.1 27.4

Source: Appendix table Xill,

If OPEC prices increase by 3 percent in real terms each year, the
“windfall profits tax will reduce by 40 to 45 percent the amount of
money that the oil industry will actually keep as a result of decontrol.
The President’s proposed windfall profits tax is not the pussycat
tax that some have suggested.

DISPOSITION OF NET INCREASE IN OIL RECEIPYTS, ASSUMING ALTERNATE CASE—3 PERCE IT INCREASE IN REAL
OPEC PRICE

Calendar years
- Total Total
1979 1980 1981 1982  1979-81  1979-82

Net increase in oif receipts...._.__....._......... 1.0 5.3 10.7 - 13.7 17.0 30.7
Net increase in aftertax producer and royalty in-

come:
Without windfall profits tax . .5 2.5 5.0 6.3 8.1 14.4
With windfali profits tax. . ............. . .5 1.9 2.9 3.5 5.4 8.3
3 percent reduction due to windfall profits tax. ... .......... 2.5 2.0 5.4 33.5 38.7

Source: Appendix table XIIh,

The Treasury estimates of the impact of this program are by no
means static estimates. In fact, they assume considerable response—
or feedback, if you will—on domestic crude oil production as the
result of the increase in oil prices. By 1985, we assume that scheduled
decontrol will increase domestic production by about 1.5 million
barrels per day, roughly a 20-percent increase over the volume of
production which woulg have prevailed under continued price con-
trols. Consequently, in calculating our revenue impact we have taken
into account not only increased oil receipts resvlting from higher
prices on production which would have occurred anywaf', but also
additional increases in oil production receipts resulting from price-
induced production increases.

With respect to price-induced production increases, our 40-percent
income tax rate is applicable only to net changes in producer’s income
since higher levels of production obviously are associated with higher
levels of deductible production costs. Since this has been an apparent
point of confusion leading to seme public criticism of our analysis,
I have shown in appendix table XIV both the 40-percent Federal
income tax rate which would apply to net increases in oil receipts (net
of production costs before deduction of State income and severance
taxes) as well as the income tax rates which can be applied to the gross
increases in oil receipts. This implied Federal income tax rate on gross
increases is 34 percent in 1979, when relatively little induced produc-
tion occurs, and declines to 20 percent by 1985, when induced produc-
tion accounts for nearly 17 percent of total domestic output.
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This concludes my testimony. I would be most pleased to respond
to your questions. )
[Additional information follows ]

NoTes 1o APPENDIX TABLES

The following tables are based on four data sources; Statistics of Income (SOI),
published by the Internal Revenue Service, Department of the Treasury; Quar-
terly Financial Report for Manufacturing, Mining and Trade Corporations
(QFR), published by the Federal Trade Commission; Survey of Current Business
(Survey), [Fublished by the Bureau of Economic Analysis, Department of Com-
merce; and Compustat, a financial service of the Standard and Poor’s Corporation.
Each data source has its own scope, purpose and severe limitations, some of which
are listed below. The user is advised to turn to descriptive material in these docu-
ments in conjunction with the use of data in this appendix.

Statistics of Income.—Data in the SOI are based on a stratified sample of un-
audited tax return information. Industry classification generally conforms with
the Enterprise Standard Industrial Classification, designed to classify single
activity establishments. Returns are classified into the industry accounting for
the largest portion of total receipts. Consolidated returns are generally permitted
at the election of the reporting group as long as an 80 percent ownership test is
met. In Appendix Table IV, taxable income is allocated between domestic and
foreign operations base.! on foreign taxable income as reported on Form 1118 in
support of foreign tax credit claimed. Taxable income and/or loss of corporations
not filing this form is allocated to domestic operations. Current tax return tabu-
lations do not permit identification of these amounts.

Quarterly Financial Report.—The QFR is based on a stratified sample of Finan-
cial Reports that must be filed with the Federal Trade Commission. The reports
are based on generally accepted accounting principles. However, one of the goals
of the QFR is to isolate domestic from foreign operations. This has resulted in a
hybrid report in which the following are important, results:

(a) In general consolidation of all domestic operations owned more than 50
percent by a reporting corporation is required.

(b) Foreign entities (corporate or noncorporate), foreign branch operations, and
domestic corporations primarily engaged in foreign operations are excluded.

(¢) Classification by industry, based on the Enterprise Standard Industrial
Classification, is a function of domestic gross receipts contributing the laigest
portion of total receipts. To minimize reporting burdens, smaller corporations
are cycled through the sample in such a way that one-eighth of the respondents
are dropped each quarter. The summation of four quarters to derive annual totals
is thereby affected to an unknown degree.

Survey of Current Business.—Appendix Tables VII-A and B trace the relation-
ship between taxable income and the national income messures of earnings in the
petroleum industry. The line items that represent the Bureau of Economic Analy-
sis’ (BEA) adjlpstments are basically those published in the aggregate in the Survey
each July in Table 8.5. BEA measures profits from current domestic production,
thus the cxclusion of foreign income (foreigu. profits net of corresponding outflows
;arel glcluded in a separate industry, rest-of-the-world). Other adjusiments
nclude:

(1) Deletion of all domestic dividends received—this avoids double counting of
income when industries are aggregated.

(2) Depreciation vs. expense adjustment—this capitalizes certain capital ex-
penditures that may be deducted currently on the tax return (such as intangible
drilling costs).

(3} Oil well bonus payments—this adjustment restores to income bonus pay-
ments associated with dry holes and expensed on the return.

(4) State income tax—income is to be measured before all income taxes.

(5) Audit—SOI data are based on unaudited returns. This is an estimate of
profit that. would be disclosed if all returns were audited and the books were kept
in a manner consistent with national income concepts.

Compustat.—Compustat is a computer data service provided by a subsidiary of
Standard & Poor’s (gorporation. Financial data, derived from Form 10K reports
filed with the SEC, is organized into a common framework for approximately
3,000 large U.S. and Canadian firms. While standard accounting prrocedures
underlie each company’s financial statement, practices may vary and consistency
cannot be insured. In the event of a merger, only data from the primary company
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is retained and the secondary company is dropped from the files. As no attempt is
made to adust the file for these changes in retained company financial data, com-
pany and industry data change discretely. The 10K data is considered final and
not revised; however, prior to the receipt of a 10K preliminary data from other
sources may be posted.

The sources and uses of funds statement in Table XI has been adjusted from

the Compustat format by netting certain similar transactions that occur on hoth
sides of the balance sheet, thus reducing totals. Capital expenditures have been
defined as gross capital expenditures minus the sales of property, plant and equip-
ment. Issues of long-term debt are net of reductions in long-term debt, and stock
issues are defined as new stock issues less purchases of own common and preferred
stock. Increases in investments have been reduced by investment sales. Modifica-
tions have also heen made in the breadth of the categories reported. Operating
income, defined net of investment, property and equipment sales, is composed of
“four items: income including extraordinary items, depreciation and amortization,
deferred taxes and a residual. The excess of the total of the above sources over the
above total uscs represents a decrease in working capital; conversely an excess of
the above described uses over sources represents an increase in working capital.
The change in working capital balances the accounting for sources with that for
uses.

In the balance sheets shown in Table VI, total assets are defined to more closely
correspond to assets employed in the business by netting each company’s ac-
counts payable against receivables. When the difference is positive—receivables
exceed payables—this element of working capital is part of the assets employed;
when the difference is negative, trade credit helps finance the assets employed.

Return on equity reported in Table X is computed as income before extraordi-
nary items and discontinued items divided by the sum of reported common
equity plus preferred stock at book value. Return on assets is the income to
equity as defined in the numerator above plus interest expense and extraordinary
income or losses divided by total assets as previously defined. The return on
common stock is earnings per share divided by the average of the common stock
high and low. Aggregate industry rates of return on equity and assets represent
the sum of industry returns divided by the sum of the corresponding denominators.
For stock price fluctuations and earnings per share, company ratios are weighted
by shares outstanding.

APPENDIX TABLE [-A.—GROSS DOMESTIC PRODUCT TOTAL AND PRODUCT ORIGINATING IN THE PETROLEUM
INDUSTRY (EXTRACTION AND REFINING)

[Doltar amounts in billions]

Gross product originating in the petroleum industry

Percent distribution

Gross  Petroleum Employee Profit- Al other  Employee Profit-
domestic as percent compensa-  type  compo- compensa- . type
Calendar year praduct of total  Totsl tion  income nents tion income
$683.4 .09 §14.3 $4.2 $3.0 $7.1 29.4 21.0
748.8 .96 14.7 4.3 3.1 1.3 29.3 21.0
791.8 .03 161 4.5 4.0 1.6 28.0 24.8
863.7 9% 16.9 49 3.7 8.3 29.0 21.9
931.1 8 171 5.2 3.0 8.8 30.4 1.6
971.8 1.8 18.2 55 3.2 9.5 30.2 1.6
1,056.8 L4 184 5.7 2.6 10.0 31.0 141
1,164.1 71 199 6.1 2.9 10.9 30.7 14.6
1,292.5 J18 22.7 6.7 4.5 1.6 29.5 19.8
1,399.8 2.25 3L.5 8.0 1.7 1.9 25.4 3.1
1,518.3 .21 335 9.6 9.8 141 28.7 2%.2
1,685.7 .47 41.6 11.0 14.4 16.2 26. 4 4.8
1,869.9 .55  41.6 12.9 16.7 18.0 7.1 35.1
2,087.6 2.5 1535 15.3 18.4 19.7 28.6 344

1 Preliminary.

Note: Profit-type relurn consits of proprietor’s income with inventory vailuation adjustment and without capilai consump-
tion ad]ustn_\en{. rental income of persons without capital consumption adjustment, corporate profits with inventory
valuation adjustment and without capital consumption adjustment, less subsidies received. All other components include
indirect business taxes and nontax tiability, business transfer payments. net interest and capital consumption allowances.

Source: Bureau of Economic Analysis (published and unpublished data).
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APPENDIX TABLE 1-8,—GROSS DOMESTIC PRODUCT, TOTAL AND PRODUCT ORIGINATING IN
SELECTED INDUSTRIES

[Dollar amounts in billions]

Gross domestic product Percent of gross domestic product
originating in— originating in—

Petroleum All other  All other Petroleum  All other Al other
extraction manufac-  indus- extraction manufac- indus-
Calendar year Total and refining turing tries Total and refining turing tries

. $14.3  $182.0  §48%.1 00.0 2.09 26.6 7
. 14.7 201.2 532.9 00.0 1.9 26.9 .2
. 16.1 205.2 §70.5 00.0 2.03 25.9 72.1
X 16.9 224.9 621.9 00.0 1.96 2 72.0
L 17.1 231.5 676.5 0.0 1.84 5.5 12.7
8 18.2 232.1 121.5 00.0 1.86 23.7 4.4
1,056.8 18.4 2431 795.3 00.0 23.0 75.3
1,164.1 19.9 268.9 875.3 00.0 1.7 23.1 75.2
1,297.% 22.7 299.1 975.7 00.0 L7 23.1 75.2
1,399.8 3.5 303.1 1,065.2 2.2 21.7 76.1
1,518.3 33.5 316.6 1,168.2 .0 2.21 20.9 76.9
1,685.7 41.6 361.2 1,282 00.0 2.4 21.4 76.1
1,869.9 47.6 404.0 1,418 00.0 2.55 21.6 75.8

2,087.6 153.5 2,034.1_— 00.0 2,56 9.4

1 Pretiminary. -

Note: Detail may not add to totals due to rounding. For a further description of the content of each industry see table
6.1, Survey of Current Business, Bureau of Economic Analysis.

Source: Bureau of Economic Analysis (published and unpublished dats).

APPENDIX TABLE I-C.—CONSTANT DOLLAR GROSS DOMESTIC PRODUCT, BILLIONS OF 1972 DOLLARS, TOTAL AND
PRODUCT ORIGINATING IN SELECTED INDUSTRIES

{Doliar amounts in biltions]

Gross domestic product Percent of gross domestic product
originating in— originating in—

Petroleum  All other  All other Petroleum Al other Al other
extraction manufac-  indus- extraction manufac- indus-
Calendar year Total and refining turing tries Total and refining turing tries
$16.3  $218.8  $684.8 100.0 .17 23.8 74.4
16.9 237.1 721.6 100.0 1.73 24,3 74.0
17.4 236.7 747.2 100.¢ L4 23.6 4.6
18.3 250.1 1.3 100.0 1.75 23.9 74.3
18.5 257.7 796.9 100.0 L72 24.0 74.3
19.5 24,1 809.2 100.0 1.82 22.5 5.6
19.6 244.5 836.2 100.0 1.78 22.2 76.0
19.9 268.9 875.3 100.0 1.71 23.1 15.2
20.2 292.8 914, 4 100.0 1.65 23.9 74.5
20.0 271.9 919.1 100.0 1.65 22.5 75.9
20.1 257.0 920.4 100.0 1.£8 21,5 76.9
20.4 282.8 961.1 100.0 1.61 22.4 76.0
21.5 300.8 1,003.0 100.0 1.62 22.7 5.7

22.7 1,354.8 100.0 1.65 98.4

1 Pretiminary.

Note: Detsil may not add to totals due to rounding. For a further description of the content of each industry see table 6.1,
Survey of Current Business, Bureau of Economic Analysis.

Source: Bureau of Economic Analysis (published and unpublished datas).



APPENDIX TABLE 11.—CALENDAR YEAR 1975, PETROLEUM REFINING AND INTEGRATED COMPANIES 1

[Dollar amounts in millions]
Statistics of income In percent
Table
Taxable income
income after tax Taxable
Net Taxable pe: dollar per dollar income
Stock Income Federal income of stock- of stock- r Number
holders” bject i after Worldwide holders’ hotders’ dollar of
Asset size (in millions) equity to tax tax tax sales equity equity of sales returns
Under 85 __ e en $250 $57 $22 $35 $1,213 22.8 14.0 4.5 1,509
$5 under $10._. 63 23 10 13 355 36.5 20.6 6.5 22
$10 under $25.. 208 44 16 28 745 211 13.5 59 26
$25 under $50._ 116 56 25 3l 864 48.3 26.7 6.5 10
$50 under $100__. 786 181 76 105 2,611 23.0 13.4 6.9 12
$100 under $250_. 882 102 38 , 64 4,399 11.6 1.3 2.3 15
$2500rmore. ... ool 85, 992 15, 559 1,877 13,682 249,232 18.1 15.9 6.2 28
Total e 88,297 16, 022 2,064 13,958 259,479 18.6 15.8 6.2 1,622
Quarterly financial report in percent
Net income  Net income
before tax after tax
Provision Net per dollar per dollar
Stock  Net income for income of stock- of stock-  Netincome
holders’ before income after Sales holders’ holders’ oer doliar Number of
equity tax tax tax (domestic) equity equity of sales returns
Under 85 e $218 $63 $24 339 $981 28.9 17.9 6.4 ;
35 under $10_____ - 40 kL3 16 18 191 85.0 45.0 1.8
$10 under $25. . 153 85 34 51 1,202 55.6 33.3 71
$25 under $50 . - 140 21 2 542 3.4 16.4 8.1
$50 under $100. .. - 166 77 36 41 1,011 46.4 24.7 1.6
$100 under $250.. - 1,166 241 102 4,875 20.7 11.9 4.9
$250ormore._ ... .o . 74,047 12,763 3,771 8,992 112, 955 17.2 12.1 11.3
Total [ 75,930 13, 307 4,004 9,303 121,757 17.5 12.3 10.9 ®
1 Excludes comoanies classified in the oil and gas des coal product: : Statisti Tax return data compiled by the Statistics Division, Internal Revenue

N industry.
Classification is based on the Enterprise Standard Classification Manual.

? Not available,

Semcc Quamtly Flmncul Report—Financial reports filed with the Federal Trade Commission.

9¢



APPENDIX TABLE 111.—PETROLEUM EXTRACTION AND REFINING, SELECTED TAX RETURN INCOME STATEMENT ITEMS BY LEGAL FORM OF BUSINESS1t

{Dollars in mitlions}

1973 1974

Corpo- Sole pro- Partner- Percent Corpe- Sole pro- Partner- Percent
rations prietors ships Total corpoate rations prietors ships Total corporate
$145,688 $1,571 $1,182 $148, 441 98,1 $313, 487 $2, 48 $2,367 $318, 302 98.5
139, 074 1,540 1,082 141, 696 98.1 304, 648 2,382 2,233 309,263 9.5
6,614 3 100 , 745 93.1 8,839 66 134 9,039 97.8
131,991 1,616 1,750 135, 357 97.5 276, 686 2,169 2,638 281,493 98.3
Costs of saies and operations._________. 97,702 285 283 98, 270 9.4 228, 065 366 468 228, 899 9.6
Depletion.... ... . ... 6, 160 194 124 6,478 95.1 14, 456 332 35% 15,138 95.5
er - 28,129 1,137 1,343 , 609 9.9 3,165 1,471 1,820 37,456 9.2
13,683 —45 —568 13,070 104, 7 36,787 2719 =N 36, 795 100.0
14,032 219 265 14, 516 96.7 , 094 536 731 38,367 96.7
350 264 833 1,447 24.2 307 257 1,008 1,572 19.5
8 50 13 n 1.3 9 49 12 70 12.9

1975 19762
Corpo- Sole pro- Partner- Percent Corpo- Sole pro- Pa.tner- Percent
rations prietors ships Total corporate rations prietors ships Total corporate
Total receipts_______ ... __._ ____________ $311,758 $2,910 © $2,839 $317, 507 98.2 $367, 086 $3,222 $3,886 $374,194 981
Sales. ... 303, 088 2,843 2,627 308, 558 98.2 354, 705 3,147 3,49 361, 351 9.2
Other. .- 8,670 67 212 8,949 96.9 12, 381 75 387 12,843 96.4
Total deductions. ___ ... ___.__ 272,261 2,650 3,468 278, 389 97.8 319,735 3,031 3,266 326,032 9.1
Costs of sales and operations______._.__ 229,137 483 604 230,224 99.5 270, 755 510 543 271, 808 9.6
Depletion 1,669 353 3 2,25 75.0 1, 607 428 107 2,142 5.0
Other. e 41, 455 1,824 2,630 \ 90.3 47,373 2,093 2,616 , 082 9.0
Net income (less loss). .. 39,476 251 —629 39,008 101.0 48,827 191 619 49,637 93 4
Net income. 39,931 588 1,027 41,546 96.0 49, 568 636 1,75 ,959 95.4
Net loss___ 455 337 , 657 2,449 18.6 741 45 1,136 3 3.9
Number of returns (thousands). ... __._______ 9 49 13 n 12.7 10 S3 15 78 12.8

! Includes constructive taxable income from related foreign corporations.

2 Preliminary.

Source: Corporation and Business Statistics of Income.

L2



APPENDIX TABLE IV.—INCOME AND TAXES—FOREIGN VERSUS DOMESTIC (BASED ON TAX RETURNS) CORPORATIONS

{tn millions of dollars]
1972 1975 1976
Foreign operations Foreign operations Foreign operations
(as reported on (as reported on gas reported on
form 1118 in support . form 1118 in support . form 1118 in support
of foreign tax  Domestic of foreign tax  Domestic of foreign tax  Domestic
credit claimed) opeiations Total credit claimed)  operations Totat credit clatmed)  operations Total
Crude petroleum and natu;al gas extraction:
Income subjecttotax.. . . ______._____________ 2,921 300 3,221 120,985 1,139 22,124 27,525 1,409 28,934
U.S. Federal income tax, gross? - 81,402 139 1,541 310,073 528 10, 601 13,212 643 13,855
Credits claimed, total .. ___ - 1, 394 19 1,413 10, 073 76 10, 149 13,191 98 13,289
Foreign tax credit____ - 1,34 . ____. 1,394 10,073 oo 10,073 13,191 Lo . 13,181
Investment tax credits. . ... 19 19 75 - T 98 98
Other credits ——- —— R
U.S. Federal i tax, net - 452 21 545
Effective tax rate (percent)_____________ 2.0 0.1 387 2.0
Petroleum refining (including integrated):
Income subject to tax 16,022 8,925 8,784 17,709
U.S. Federal income tax, grosss__ 7,641 4,284 418 8, 418
Credits claimed, total. S, 4,093 1, 5,151
Forsign tax credit. .. .._ 5, 067 4,003 .. 4,093
investment tax credit¢ 132 e 509 809 e 1,042 1,042
Othel crodits.... o oo e 16
U.S. Federal income tax, net________________ 283 319 602 120 1,945 2,064 191 3,076 3,267
Effective tax rate (percent). ... 7.4 4.2 13.2 11 37.3 12.9 2.1 35.0 18.4
1 Prefiminary. i . » . Note: (1) For a particular firm, net U.S. liability on foreign operstions may be offset by noﬂn
3 includes (under domestic operations) additional tax for tax preferences: 1972, $9,000,000, 1975,  fiability due to domestic losses. (2) Foreign losses of firms not claiming a foreign tax credit and o
$15,000,000, 1976, $25,000,000). fore, not reported as part of form 1113 taxable income (less loss) will be reflected in the domestic
3 Assumed to accrue at 43 percent. operations column,
¢ Allocated to domestic operations.

;3; l&gougo? ugr%or domes)tu: operations) additional tax for tax preferences: 1972, $166,000,000, 1975, Source: Corporation Statistics of Income and Treasury estimates.

8¢
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APPENDIX TABLE V-A,—SELECTED BALANCE SHEET AND INCOME STATEMENT ITEMS AS MEASURED IN FINAN-
CIAL REPORTS FILED WITH THE FEDERAL TRADE COMMISSION, PETROLEUM REFINING AND INTEGRATED

COMPANIES ¢
{Dollar amounts in millions]
Calendar years
1974 1975 1976 1977 1978
Balance sheet:

ASSelS. ..o iieeeiiieeaiisereeaae ermaemrrannen $114,819 $122,667 $143,017 $155,462 $171,374
Cash, U.S. Government and other securities. . .- 10,077 9,421 10,683 8, U6 8, 841
Inventories. . ... oo iiiieieieaaopan 7,451 8,050 10,368 12,734 12,670
Depreciable and amortizable fixed assets including

construction work In progress.. ... ceeeaens 76,701 84,061 96,827 108,891 122,766
Deduct: Accumulated depreciation, depletion, and

amortization 41,770 45,314 50,413 54,091 60, 120

All other assets. . . 66,449 75,552 79,582 87,217

Liabilitees. ... .. iiieeia. 46,738 56,8385 63,360 73,036
Long-term debt due in more than | year. 14,352 16,237 20,606 23,810 24,299
Other liabitities. ... ccconemianana.s 28,022 30,501 36,279 39,550 48,737

Stockholders’” equity............o..on... 72,445 75,929 86,133 92,103 337

income statement: . )

Net sales, receipls, and operating ratios. ceeeenan 113,496 121,762 141,345 162,291 177,738

Income (or loss) before income taxes a dinary

M . e iceieceaeannan 14,425 11,670 14,573 15,072 15, 548

Provision for current and deferred domestic income taxes:

ederal. . eiiiiiiiccaiceeimeaneieneaaan 2,831 3,618 4,700 5130 5, 682
State and local. . ..o it 404 387 476 482 606
Net income (or loss) of foreign branches and equity in
earnings (of losses) of domestic and foreign nonconsoli-
dated entilies and investments accounted for by the
equity method, net of foreign taxes._................... 3,293 1,640 2,330 2,718 3,535
Income (or loss) after income taxes. ... ... ............. 14, 9,307 11,725 12,1719 12,795
Cash dividends charged to retained earnings............. 3,949 4,245 4,419 5, 007 5,443
Operating ratios (percent): . .

Rate of profits on stockholders equity at end of period:

Before income taxes.. 4.5 1.5 19.6 19.3 19.4
After income taxes...._..._. 20.0 12.3 13.6 13.2 13.0
Ratio of long-term debt to equilies 19.8 21.4 23.9 25.9 4.7

1 Excludes companies classified in the oil and gas extraction industry. Includes coal products. Classification is based

on the Enterprise Standard Industrial Classification,

TABLE V-B.—SELECTED BALANCE SHEET AND INCOME STATEMENT ITEMS AS MEASURED IN FINANCIAL
REPORTS FILED WITH THE FEDERAL TRADE COMMISSION—ALL OTHER MANUFACTURERS

[In miltions of dollars)

Calendar year—
1974 1975 1976 1977 1978
Balance sheet:

ASSelS. i iieiiiicicieenans seees 654,135 688,243 740, 843 807,534 914,976
Cash, U.S. Government and other securities. 37, 180 43,265 58, 736 59, 877 62,012
Inventories_.......... . vaemecoan 172,251 165, 807 176, 662 187,762 210, 547
Depreciable and amortizable fixed assets

including construction work in progress. 385, 051 414,330 439, 633 476, 085 $21, 651
Deduct: Accumulated depreciation,

depletion, and amortization 205, 683 217,574 232,210 252, 968

. Alotherassets. . .. ............ 264, 424 283, 386 316, 020 367,734

Liabilities............. .. 328,716 351, 6 387,909 450,134
Long-term debt due 128, 962 132,954 143,453 157, 442
Other liabilities. ... 199,754 218, 682 244, 45 292,692

Stockhoiders’ equity.... 359, 527 389, 419,624 ,

Income statement: ) .
Net sales, receipts, and operating ratios_....... 947, 067 943,453 1,061,888 1,165,772 1, 320, 09%
Income (or loss) before income taxes and extra-
ordinary items. . ... ... ............. 67,727 59, 816 19, 167 81,949 103,116
Provision for current and deferred domestic in-
come taxes:
Federal ... ..o .iiiiiiciaae. 27,041 23,4% 31,181 34,538 39,722
Stateand local ... ... ... ... ... ... 3,119 3,293 4,045 4,59 5, 396
Net income (or loss) of foreign branches and
equity in earnings (or losses) of domestic and
foreign nonconsolidated entities and invest-
ments accounted for by the equity method
net of foreign taxes..._.....__. 6,697 6, 801 8, 851 9,372 12, 521
Income (or loss) alfter income taxe 44,264 39, 828 52,794 58,187 68, 519
Cash dividends charged 1o retained e: 15, 518 15,223 18, 234 21,578 3,517

See footnote at end of tadle.
46-558—~79-—3
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TABLE V-8.—SELECTED BALANCE SHEET AND INCOME STATEMENT ITEMS AS MEASURED IN FINANCIAL

REPORTS FILED WITH THE FEDERAL TRADE COMMISSION—ALL OTHER MANUFACTURERS—Continued

[in millions of dotlars}

Calender year—

1974 - 1975 1976 1978
Operating ratios (percent):
Rate Mroﬁu on stockholders equity at end of
Bofore meomc hxu ......................... 22.2 18.5 22.6 24.4
Afterincome taxes. ... ....oooooooocaoaaa.. 13.2 ii.1 13.6 14.7
Ratio of long-term debt to equities at end of
period. o iiiaeiceceeeeee————— u.5 35.9 3.9

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, May 2, 1979,



TABLE VL.~BALANCE SHEET ITEMS, 1963-77 OIL AND GAS EXTRACTION COMPANIES

[Dollar amounts in millions]
1969 1970 1971 1972 1973
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent

Total, ... $6, 2‘2 165 1.00  $5,922,079 1.00  $7,564,700 1,00  $8, 386,287 1.00 39,558 634 1.00
Adjusted current. .. ______.__._ 393 .16 1,071, 169 .15 1,074, 255 .14 1,283,134 .15 1, 565, 191 .18
Plant (net) 4, 191 792 .67 4,671,703 .67 5, 200, 194 .69 5, 804, 799 .69 6,613,616 .69
Investments . .14 964, 546 .14 1,015, 936 .13 972,042 .12 975, 038 . W10
Intangibles . . 61,838 .0l 65,483 .0l 70, 200 .01 75,192 .01 74, 066 = .0

Lisbilit All Mhtl’-..------------------.--- 123,554 .02 149,178 .02 204,115 .03 251, 120 .03 330,723 .
ilities:

Total 6, 242, 165 1.00 6, 922, 079 1.00 7, 564, 700 1.00 8, 386, 287 1.00 9,558, 634 1.00
Adjusted current._ 264, .04 343,249 ' .05 382, 665 .05 460, 711 .05 , 941 .06
Long-term debt. - 1, 420, 696 .23 1, 629, 867 .24 1, 808, 947 .24 2,196,072 .26 2,324, 145 24
Deferred tax , 561 .0l 144, 595 .02 170, 746 .02 160, 812 .02 223,051
Networth____________ ceemane 4,473,019 .72 4, 804, 368 .69 5, 202 342 .69 5, 568, 692 .66 6, 445, 497 .67

1974 1975 1976 1977
Amount Percent Amount Percent Amount Percent Amount Percent
Assets:

Total $11, 492, 282 1.00 $13, 201, 963 1.00 $15, 266, 569 100 $17,612,108 100
Adjusted current...._ " 2,180, 156 .19 2,581,158 .20 2,773,982 .18 2,891, 806 .16
Plant (net). .. ... - 7,990,712 .70 9, 405,793 .71 11, 043, 503 .72 13,153, 103 75
Investments_ . - 861, I 07 843,702 .06 850, 863 .06 934, 510 .05
intangibles _ . - 44,016 .00 38,121 .00 23 459 .00 14, 845 .00

Lisbilit Aliother . .. . 416,238 .04 333,189 .03 74,762 .04 617, 844 .04
1abiities

Total 11,492,282 1.00 13, 201, 963 1.00 15, 266, 569 1.00 17,612,108 1.00
Adjusted current . 892,474 .08 1,002, .08 , 091 .07 1, 109, 850 .06
Long-term debt. 2,664, 251 .23 2,928,177 .22 3,637,998 24 4,002, 762 .23
Deferred tax 421, 425 .04 801, 320 .06 999, 706 .07 1, 468, 901 .08
Networth. ___. 7,514,132 .65 8, 469,63} .64 9,629,774 . 11, 029, 595 .63

18



TABLE VI.—BALANCE SHEET ITEMS, 1969-77 OIL AND GAS EXTRACTION COMPANIES—Continued
{Doliar amounts in million]

1969 1970 1971 1972 1973
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
INTEGRATED PETROLEUM AND REFINING

" COMPANIES

Total 1.00 $92,296, 494 1.00 $100, 223,353 1.00 $106, 635, 067 1.00 $118, 263,883 1.00
Adjusted current. .18 16,786,324 .18 18,322,249 Bt 19, 664, 449 .18 27,121,569 .23

t (net) n , 250, L7l 70,143,305 170 74,258,304 L0 78,332, .66

Investments._ . _. .09 8,696, 018 .09 9, 903, 690 .10 10,404,034 .10 10, 676, 216 .09

intangi .00 207,570 .00 219,497 .00 181, . 163, 382 .00

Liabilit All .0l , 356, 520 .0l 1,634, .02 2,126,773 .02 1,970, 421 .02
iabilities:

Total 1.00  92,29,494 1.00 100,223,353 1.00 106, 635, 067 1.00 118,263, 883 1L00
Adjusted current ... 3,326,749 .04 4,067, . 5, 201, 402 .05 5, 957, 832 .06 .07
Long-term debt 15, 771 411 .18 18, 041,618 .20 19, 983, 205 .20 20,905,019 .20 21 557 319 .18
Deferred tax. ,899 .03 3,260,071 .04 3, 580, 258 .04 4, 055, 7 .04 , 080 .04
Net worth . ._ 63,491,378 .14 66 927,479 .73 71,458,488 ) 75,716, 425 n 83, 688, 223 )

1974 1975 1976 1977
Amount Percent Amount Percent Amount Percent Amount Percent

Total ———- $145, 616, 307 1.00 $157, 314, 389 1.00 $176, 993, 889 1.00 3197 877, 490 1.00
Adjusted current________________ 43, 284, 3% .30 43,111,472 .27 48, 650,733 .21 51,337,212 .26
Plant (net) 89, 089, .61 97, 803, .62 111,114,229 .63 127 937 887 .65
Investments. . aeaoo 10, 811,078 .07 13, 046, 921 .08 13,372,126 .08 14 .07
Intangibles ... —_—— , 6 .00 170, 514 .00 117,270 .00 134 326 .00

Liabilt AII [0 11 2,308,750 .02 3,181,625 .02 3,739, 533 .02 4,024,283 .02
abilities:

Total - 145, 616, 107 1.00 157, 314, 389 1.00 176, 993, 889 1.00 197, 877, 490 1.00
Adjusted cuvrent_..-.---..-.,__--_- 18, 340, 928 13 17,957, 892 .11 21 618 893 12 22, 562 013 A1
Long-term dent__ 23, 995, 426 .16 , 700, 388 .20 36 936 113 .21 42, 331, 300 .21
Deforred tax.... 6, 353, 958 .04 8, 366, 730 05 10, 162.838 .06 12 316 302 .06
Net emmma e am—————— 96, 920, 797 .67 100, 289, 381 .64 108, 276, 045 .61 120, 667, 877 .61

g8



1969 1970 1971 1972 1973
Amount Percent Amount Percent Amount Porcent Amount Percent Amount Percont
Asset NONOIL COMPANIES

s:

Total e $216, 990, 156 1.00 $23R 050,297 1.00 $260, 006, 105 1.00 $280, 283, 520 1.00 $315, 533,937 1.00
M;umd current.... 91,013,682 .42 350 .41 109,156, 725 .42 120,210,756 .43 139,637,738 A

nt (net)_._ ... 99, 088, .46 109,408,814 .46 116,577,962 .45 123,329,785 .44 135,560,578 .43
lnvestmems-- 14,027,739 106 16,164,098 .07 17,760,677 .07 18,695,288 .07 20,733,397 .07
Intangibles . 5,925,714 .03 7,474,981 .03 8,120, 883 .03 8. 820, 066 .03 , 466, 625 .03

Liabilit All other_ 6,934, 285 .03 8 341,055 .04 , 389, 861 .03 9, 227,629 .03 10,135,605 .03
iabilities:

Totad... ... 216, 990, 156 1.00 238,050,297 1.00 260, 006, 105 1.00 280, 283, 520 1,00 315,533,937 1.00
Adjusted curr 16 388, 261 .08 19,797,297 .08 21,630, 807 .08 20,526,821 .07 29,380, 314 .09
Long-term debt.._ 447 21 51,581 968 .22 57,194,508 .22 .22 , 319, 339 .21
Deferred tax. ... 4,323,700 .02 ,022, 450 .02 5, 975, 493 .02 6,718,-542 .02 8,162,014 .03
Networth_.____..____________.... 151, 471,750 .70 161,648,584 68 175,205,299 .67 191,13], 449 .68 211,672,273 .67

1974 1975 1976 1977
Amount Percent Amount Percent Amount Percent Amount Percent

Assets:

$359, 325, 840 1.00 $381, 500, 676 1.00 $425, 550, 680 1.00  $469, 322, 320 1.00
162 131 551 .45 168, 901 949 .44 195, 331 633 .46 212, 339, 598 .45
3 780 918 .43 167, 146, 443 .44 lsl, 567,088 .43 , 262, .43
22,297, 063 .06 , 884, .06 26, 633, 743 .06 , 365, 359 .06
10, 49}, 415 .03 10, 249, 244 .03 10, 246, 001 .02 10, 979, 815 .02
0, 624, .03 11, 318, 645 .03 ll 772, 219 .03 14,374,523 .03
- 359, 325, 840 1.00 381, 500, 676 1.00 425, 550, 680 1.00 469, 322, 320 1.00
Adjusted current. - 41 127 946 1l 35 942, 015 .09 43 752,717 .10 48, 405, 676 .10
Long-term debt - 77,530, 019 .22 .22 87,028, 387 .20 93,749,728 .20
' Deferred tax_. - 9,790, 174 .03 11,992, 361 .03 14, 699, 368 .03 16, 665, 413 .04
Net worth. __. - 230, 877 703 .64 248, 780 437 .65 280, 070, 211 .66 310, 501, 508 .66

[}
W



TABLE VII-A.— CORPORATIONS CLASSIFIED IN THE CRUDE PEYROLEUM AND NATURAL GAS EXTRACTION INDUSTRY RECONCILIATION OF TAXABLE INCOME PER RETURNS AND PRETAX EARNING
PER NATIONAL INCOME AND PRODUCT ACCOUNTS

[In millions of dollars)

Calendar years—
1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976
Corporation Sulistlcs of Income: Income '
sugjlect to ta; 882 1,060 1,091 1,228 1,253 1,398 2,141 3221 6,028 23,494 22,124 28,934
us:
Net operating loss deduction.... 53 33 n 57 59 43 63 56 92 207 115 183
Dividends received deduction. ., . 17 12 15 18 13 15 45 29 49 {‘3 29 66
WHT deduction.__.____.__.__. 5 1 1 2 1 2 3 3 8 9 16
DISC and subch. S net income. .. 27 17 15 4 12 12 22 18 39 80 i 44
L PR . S, [ S, Lot S - 35
Equals: Netincome, returns with net
lm:omol’| 980 1,121 1,19 1,317 1,33 1,463 2,219 3,325 6, 206 23,832 22, 49 29,278
us:
Deficits, returns without net in-
COMe._ oo e e e —151 ~189 —226 ~141 -223 -284 -304 -303 -303 -252 -380 —437
Tnx-exempt interest___________ 4 3 4 3 4 4 3 2 4 4 3
Less: Foreign taxable income con-
structivel ly received. .. .. oo 12 1 1 7 3 1 2 3 2 17 34
Equals Total receipts less total de-
(I 831 924 971 1,180 1,111 1,189 1,978 3,023 5, 902 23,582 21,955 28,810
Bntosau of Economuc Analysis adjustments;
Forelgn income included in total
receipts less total deductions:
Foreizn dividends. ... 8 1 8 9 9 10 8 8 13 14 19
WHT deduction....... - S 1 1 2 1 2 3 3 1 8 9
Other foreign inoomo. e 681 902 904 1,043 1,068 1,202 1,845 2,897 S, 567 22,646 20,595
Domestic dividends received._ .. 22 22 21 23 23 20 62 45 53 66 69
Gain, sale of assets. ___________ 139 59 100 83 96 89 51 159 156 253 233
Add: Domestic depletion_____._____ 247 218 322 229 255 233 275 294 286 415 332
Demdation versus expense
adjustme 39 28 28 21 35 26 11 39 4 144 275
8 8 3 8 10 10 11 12 13 21 29
i 5 4 S 7 8 12 14 19 2] L] 80
it kel 28 30 37 52 48 45 46 49 55 7
4 5 -4 6 -8 =31 =5 -30 -17 -8 -33
uals corponle proms (current
odp ; national in-
r.om' product awoun\s)-.----.-.. 306 230 326 328 266 155 360 21 514 1,278 1,189 1,m
1 Preliminary. Note: Details may not add to totals due to reunding.
1 Not avail

Sources: Corporation Statistics of income (IRS), and Bureau of Economic Analysis,

14
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TABLE ViI-B.~CORPORATIONS CLASSIFIED IN THE PETROLEUM AND COAL PRODUCTS (MANUFACTURING) INDUSTRY RECONCILIATION OF TAXABLE INCOME PER RETURNS AND PRETAX
EARNINGS PER NATIONAL INCOME AND PRODUCT ACCOUNTS

[in millions of dollars)
Calendar year—
1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 19761
Corporation Statistics of Income: Income
:uglect totax. .. 2,427 3,199 3,511 3,424 3,398 3,677 4,560 4,560 7,505 14, 359 16,022 17,709
us -
Net operating loss deduction. .. 37 18 62 22 19 il 13 14 38 105 48 22
Dividends received deduction._.. 424 513 551 629 507 822 932 1,255 2 856 { 5,053 231 2,265
WHT deduction - 136 134 166 138 107 121 169 49 d 707 1,271 286
DISC and Subchapter S net in-
COMB. oo - 3 2 10 1 6 6 12 10 9 19 11 17
........................................................................ eemmeccenati e rree————————— =61 . eeeeee- ~9
Equals: Netincome, returns with net
. 3,026 3,864 4,300 4,214 4,036 4,637 5,685 §, 987 10, 408 20,182 17,582 20,290
us:
Deficits, returns without net in- .
COme. . oo -37 -26 —-20 ~48 -87 -38 ~57 ~64 —47 —55 ~75 —304
Tax-exempt interest. __......._ 3 6 11 8 12 8 2 3 10 1 28 10
Less: Foreign taxable income con-
structively received......... e 67 124 80 62 90 105 108 147 506 958 505 1, 466
Equals: Total receipts less total de-
(- TR ———— R 2,925 3,719 4,212 4,111 3,870 4,502 5,522 5,719 9, 865 19, 180 17,029 18,531
Bureau of Economic Analysis Adjust-
ments:
Subtract:
Foreign income included in
total receipts less total de-
uctions:
Foreign dividends ___...... 570 542 506 467 81% 832 1,011 1,331 1,393 2,869 1,361 2
WHT deduction.... - 136 134 166 138 107 121 169 149 317 707 1,271 3
Other foreign income. _.._. 887 918 1,31 1, 556 1,477 1,482 2,338 1,973 3,342 5,850 9,626 2
Domestic dividends received..__ 502 604 649 A4 598 968 1, 102 1,486 3,015 5,996 2
Gain, sale of assets__ - 122 490 209 212 328 187 162 294 170 251 974 2
Add: Domestic depletion__.________ 1,415 1,501 1,714 1,839 1,865 1,760 2,022 2,097 2,622 4,670 768 J
Depreciation versus expense
adjustment ... _._....._... 221 194 155 173 256 214 94 330 310 1,210 2,309 3
Oit weil bonus payments_.. ... 252 260 258 265 316 307 33 350 434 678 952 2
State income tax. _....._.. - 25 45 52 48 43 79 80 89 156 332 367 O
Audit_______.____ - 216 219 285 308 354 392 n 338 335 415 525 g
Other (net). oo eeoeemeeee. 3 -143 ~33 —64 —55 -7 —45 ~44 —40 —129 ~104 g
Equals: Corporate profits (current
domestic production; national in-
come product accounts)............ 2,843 3,197 3,820 3,623 3,324 3,657 3,597 3,606 §, 505 10,773 8,293 11,704

1 Preliminary. Note: Details may not add to totals due to rounding.
2 Not avail Sources: Corporation Statistics of 1acome (1RS), and Bureau of Economic Analysis,

ae



TABLE VIIl.—CORPORATIONS—PETROLEUM (EXTRACTION AND REFINING) EARNINGS AND NET FEDERAL TAX LIABILITY AS MEASURED IN THE NATIONAL INCOME AND
PRODUCT ACCOUNTS

{in millions of dollars]

Calendar years—

1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 11976 11977
Corporate profits before tax:
Petroleum and coal products....... ... .._______ $2,843 33,197 $3,820 $3,623  $3,324  $3,657 $3,597 §3,606 35,505 $10,773 88. 293 $11,704  $12,944
Crude petroleum and natural gas extraction. __..___ 306 230 326 328 266 155 360 291 514 . 1,787 1,777 2,137
Total ceevccee 3,149 3,427 4,146 3,95 3,59 3,812 3,957 3,897 6,029 12,051 10,080 13,481 15, 081
Federal, State, and local corporate profits tax liability:
Petroleum and cosl products______________________ 405 679 684 620 519 746 721 754 1,282 2,518 2,517 3,939 , 306
Crude petroleum and natural gas extraction_...._.__ I 53 47 76 67 84 101 126 194 405 492 588 6
Total [ 479 732 731 696 586 830 828 880 1,476 2,923 3,009 4,527 (5,067
State and local ..o LTI 30 49 57 55 51 91 94 108 183 388 447 m (Ig
Federal.....___ - 449 683 674 641 535 739 734 72 1,293 2,535 2,562 3,816 \ @
Federal corporate profits tax liability as percent of profits
less state and lo%ll NCOMN X o el 14.4 20.2 16.5 16.5 15.1 19.9 19.0 20.4 2.2 21.7 26,6 299 e

t Preliminary,
% Not avail

Note: Details may not add to totals due to rounding.
Source: Bureau of Economic Analysis.
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TABLE IX.—PETROLEUM REFINING AND INTEGRATED COMPANIES —RETURN ON STOCKHOLDERS® EQUITY AS
MEASURED {N FINANCIAL REPORTS FILEC WITH THE FEDERAL TRADE COMMISSION

Calendar year—
Asset size (millions) 1974 1975 1976 1977 1978
Netincome after tax 2 per doliar of stock-
holders’ equity:

Under$s. .. oococeioiccaciinnan $33.5 $17.9 $12.6 $24.6 $16.0
$Sunder$10. ... ... ... . 310 45.0 28.2 il 33.7
$10 under $25. . ... ......... . 41.9 33.3 32.6 13.3 1.2
$25 under $50_ __............ .- 23.7 16.4 30.9 2.0 16.8
$50 under $100. _.._......... .- 35.8 4.7 18.7 26.7 15.5
$100 under $250_ . . 15.5 11.9 14.4 17.6 16.2
$250 under $1,000 . 28.5 14.7 16.2 15.2 16 8
$1,000 and over. . 19.8 12.1 13.5 13.0 12.8

| (17 S, 20.0 12.3 13.6 13.2 13.0

Net income before tax3 per dotlar of
stockholders’ equity:

Underss. .. ...eecccaaeccanaas 4.3 28,9 20.6 36.2 4.1
$5 under $10____. 52.4 85.0 50.0 511 4.6
$10 under $25._ 76.7 55.6 65.1 21.0 26.7
§25 under $50 42.4 34 §7.0 41.0 336
50 under §100 60.8 4.4 35.9 39.0 24.3
$100 under $250 249 20.7 21.0 30.0 24.5
$250 under $1,000 40.6 22,2 25.5 4.3 30.0
$1,000 andover. ........._..oo.... 23.9 17.1 19.2 18.8 19.0
Total oo e 4.5 1.5 19.6 19.3 19.4

1 Excludes companies classified in the oll and gas extraction industry. Includes coal products, Classification is based on
the Enterprise Standard Industrial Classification Manual. -
1 Excludes extraordinacy gains or losses and minority stockholders’ interest in income or loss of consolidated corporations,

Source: Federal Trade Commission, Quartely Financial Report (unpublished data).
TABLE X.—SELECTED RATES OF RETURN, OIL COMPANIES AND OTHERS, 1969-77

[tn Percent]
Item 1969 1970 1971 1972 1973 1974 1975 1976 1977
Rate of return to equity:
Qil and gas extraction........... 126 11.4 6.7 7.2 106 199 150 152 14.7
Integrated petroleum and refining.  11.1 10.5 10.8 10.0 15.2 18.4 12,9 13.9 13.5
Others. ..o ieeiiiaanenn 124 103 11,3 129 144 130 120 144 14,8
Rate of return to assets employed:
Oil anc gas sxtraction. _......... 9.0 8.5 6.0 6.0 8.3 140 103 10.4 10.2
tegrated petroleum and refining. 9.2 8.5 8.9 8.4 11,5 128 9.2 9.7 9.6
Others. oo eeencaaaeaaaan 10.0 8.9 9.5 10.5 1.2 106 10.2 112 1.8
fate of return to market value of
equity:
Oil'and gas extraction 4.6 6.2 2.9 3.0 4.9 1.7 9.9 85 9.1
Integrated petroleum and r: 6.9 9.0 8.4 7.4 1.2 18.4 13.4 13.0 12.7
[0 Y YO 4.8 4.8 4.7 4.9 6.2 8.4 8.1 8.7 10.3

Source: Standard & Poor’s Corp. Compustat Fife.



TABLE XI.—SOURCES AND USES OF FUNDS, 1971-77

[Dollar amounts in miliions]

1969 1970 1971 1972 1973
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
OIL AND GAS EXTRACTION COMPANIES

Sources: All sources. ... ___....___..._____ 0 0 0 0 $1,243,012 100.00  $1,550,229 100 00 2,125,057 100.60

ork, cap. dec_.__ - 0 0 0 0 48, 888 3.93 0 0
Operations_____.__ - 0 0 0 0 807,679 64, 98 845, 54 51 1,211,243 57.00
Net income..__ - 0 0 Q [\) , 358 24,16 361, 418 23.31 583, 959 27.48
Cap. consump_ - 0 0 0 0 , S 38.82 528,413 34,09 669, 589 31.51
Deferred tax._ - 1] 0 0 0 18,137 1. 16 12,957 .84 26,284 1.24
Other oper. _ - 0 0 0 0 , 651 .54 —57,782 -3.73 68, 589 —3.23
Issues Itd 0 0 0 0 66, 234 5.33 435,980 28.12 78,792 3.
Issues stock. . _. 0 (] 0 0 51,985 4.18 108, 602 7.01 265,228 12.48
Allother_...__. - 0 0 0 0 268, 226 21.58 160, 641 10. 36 569, 794 26,81
Uses: All uses....... - 0 0 0 0 1,243, 012 100. 00 1,550, 223 100. 00 2,125, 057 100. 00
Work. cap.inc.... - 0 0 0 0 0 128, 670 8.30 148, 971 7.01
Dlvldends..-_-...__ ............. 0 0 0 0 164, 150 13.21 120, 266 1.76 127, 808 6.01
Cap p ——- 0 0 0 0 821, 276 66,07 1,072, 301 69.17 1,517,080 71.39
nts. . oeoo 0 0 0 0 58, 95! 4.74 48, 388 3.12 33,300 1,57
AII othor ............................. 0 0 1] 0 198, 627 15.98 180, 604 11,65 297,898 14,02

1974 1975 1976 1977

Amount Percent Amount Percent Amount Percent Amount Percent
Sources: All SOUrCes. ... ... ..o $2, 724, 600 100, 00 $3, 202, 200 100.00 $3,537, 440 100. 00 $4, 511, 467 100. 00

Work. cap. dec .. - 0 90.00 0 0 0 0 0
Operations______ . 2,107,094 7.34 2,069, 586 64,63 2,363, 586 66, 81 3,099, 483 68.70
Net income . - 1,202,733 44,14 1,022, 208 31.92 1,171,317 3.1 1,427, 652 31.64
Cap. consum, 755,923 27.74 883, 262 27.58 75,473 27.58 1,228,422 21.23
Deferred tax. 29,430 1.08 167,490 5.23 172,113 4,87 453, 445 10.05
Other oper.. 119, 003 4.37 —3,374 -1 44,614 1.26 —9,936 - 22
Issues Itd . __. 179, 187 6,58 3 9.01 707, 334 20.00 332,262 1.36
Issues sfock. . - 20,791 .76 196, 438 6.13 103, 151 3.06 697,013 15.45
All other__. . 417,528 15.32 647, 79 20.23 358, 428 10.13 332,709 8.48
Uses: All uses.. . 2,724, 600 . 00 3,202, 200 100. 00 3,537,440 . 00 4,511, 467 100. 00
Work. cap. inc - 245, 9.01 250,738 7.83 £4,083 1.53 40, 674 .90
Dividends..._._ - 165, 367 6.07 257, 446 8.04 279,223 7.89 361,701 8,02
Cap. expend .. - 1,942, 473 71.29 2,377,492 74.25 2,605,673 73.66 3,338,195 73.9
Investments ________ 22 942 .84 —43, 968 -1.37 168, 551 4,76 45 879 1,02
Alother. .. .. o . 348, 270 12.78 360, 492 11.26 429,910 12.15 725,018 16. w7



1969 1970 1971 1972 1973

Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
NONOIL COMPANIES
Sources: All sources .. ... 0 0 0 0 344,074,833 100.00 348,207,817 100.00 355, 582, 510 100.00
Work, cap, 46¢.umm e o 0 0 0 0 16, 905 .04 067 0 954 0
Op — 0 0 0 0 33,290,510 75.53 39,067,401 81.04 46,563,734 83. 77
Net income. ..o _____.___._. 0 0 0 0 17,863,312 40.53 22,344,530 46.35 27,771,671 49,
Cap. consump —— 0 0 0 0 15,459,409 35.08 16,777,106 34.80 18,313,764 32 95
Deferred tax__ - 0 0 0 1] . 689 1.5% 887,786 1.84 1,262, 001 .27
- 0 0 0 0 —716, 900 ~1,63 —942, 021 -1,95 —~183,702 -1.41
- 0 0 0 0 4, 686, 552 0.63 3,209,774 6.66 3,716, 545 6.69
0 0 0 0 2,150, 592 4.88 , 489, 3.09 264, 130 .48
- 0 0 0 0 3,947,180 8.96 4,441,158 9.21 5, 038, 101 9.06
- 0 0 0 C 44,074,833 100.00 48,207,817 100.00 S5, 582, 510 100. 00
- 0 9 0 0 9, 061, 837 20.56 10,120,035 20.99 8, 825,277 15.88
- 0 0 0 0 8, 909, 936 20.22 9, 549, 573 19,81 10, 418, 894 18.74
p. - 0 0 0 0 21,074,791 47.82 22,314, 349 46.29 28,719,957 51,67
T 0 0 0 0 1,117, 9 2.54 1,533,377 318 2,036 324 3.66
Allother. .o e 0 0 0 0 3,910, 8.87 , 690, 483 9.73 5,582, 059 10.04
1978 1975 1976 1977
Amount Percent Amount Peicent Amount Percent Amount Peicent
Sources: All sources. $65, 91! 221 100. 00 $65, 393.479 100. 00 $73,792, 457 100. 00 $81, 076, 504 100.00
Work. cap. dec.-__.----...--------_--- .02 , 482 C22,81 .03 .07
Operations.__..... - 47, 710 742 72.39 49,807,178 76. 17 61,453, 044 83.28 69, 042, 573 85.16
Net income. _. - 27,347,890 41.49 27,561, 797 4715 37,137,137 50.33 41, 993, 669
Cap. consump.... - 19, 564, 414 29.68 21,638, 344 33.09 23, 528, 666 31.88 26, 091, 667 32.18
Deferred tax.. - 1,227, 412 2.79 2,041, 620 312 2,239,349 3,03 2,213,724 .73
Other oper. -1,07%,973 ~1.58 ~1,434, 582 ~2,19 —1, 452,107 ~1.97 -1,2 =-1,55
Issues Itd_ . 10, 343,034 15. 69 7,124,836 10.90 1,174,658 1.59 4, 365, 162 . 38
1,117, 580 1.70 2,606,777 3.99 3,223, 567 43 —345, 557 —.43
6, 739, 866 10.23 5, 854, 689 8.95 7,941, 188 10.76 8,014, 326 9.88
65, 911, 221 100. 00 65, 393, 479 100, 00 73,792, 457 100, 00 81, 076, 504 100, 00
9, 398,922 14,20 12, 981, 226 19. 85 , 538, 21.06 9,373,670 11,56
_____ 11, 055, 581 16.77 11, 257, 515 17.22 13, 689, 286 18.55 16, 617, 310 20.50
Cap. d N 37,095, 476 56,28 34,312,958 52.47 35, 605, 953 48.25 5 52,82
lnvmmonts.,_--_--....------.--_--_- 1,230, 208 1.87 1,312,061 2,01 1,380,174 1.87 2,651,271 3.2
All other 7 170,935 10.88 5,529,721 8.46 7,582,359 10.28 9, 609, 319 11.85

Soofootmhatcnddhblo.
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TABLE X1.—SOURCE AND USES OF FUNDS, 1971-77—Continued
{Dollar amounts in millions]

1969 1970 1971 1972 1973
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
INTEGRATED PETROLEUM AND REFINING \
COMPANIES
S All e ———— 0 0 0 0 $17,134,395 100.00 $17, 109, 423 100.00  $23,186,472 100. 00
Work. cap. dec - 0 0 0 0 0 0 0 0
0 0 0 0 13,289,654 77.5 13,579,636 79.37 18,563,079 80. 06
0 0 0 0 7,122,707 41.57 7,046, 247 4118  1},435,064 49,32
0 0 0 0 6, 100, 965 35.61 6,462, 461 3.7 7,291, 261 31.45
0 0 0 0 344,051 2.0l 425,170 2,49 801, 3.46
0 0 0 0 278, 069 -1.62 -354, 242 =2.07 —964, 549 -4.16
0 0 0 [ 2,350, 358 13.72 997,901 5.83 473,244 2.04
0 0 0 0 ~16, 280 -.10 150, 133 .88 <549, 171 ~2.37
0 0 0 0 1,510, 663 8 82 , 381, 13.92 , 699, 320 20.27
Uses: All uses. ___ 0 0 0 0 17,13, 100.00 17,109,423 100. 23,196, 472 100. 00
Work. cap. inc 0 0 0 0 999, 582 5.83 582, 7 3.41 4,628, 146 19,96
Dividends . . 0 0 0 0 3,719, 965 21.71 3,732,914 2182 3,985, 420 17.19
Cap. expend _ 0 0 0 0 10,952,937 63.92 , 932, 63.90 11,889,952 5128
Investments______.__..________ 0 0 0 0 883, 200 5.15 846, 4,95 574,413 2.48
Allother__.__________.____. 0 0 0 0 578,711 3.3 1,014, 969 5.93 2,108, 541 9.09
1974 1975 1976 1977
Amount Porcent Amount Percent Amount Percent Amount Percent
Sources: All sources ___ $36, 343, 181 100. 00 $22, 909, 307 100. 00 $33, 49,211 100. 00 $33, 915, 560 100, 00
Work. cap. dec_. 0 0 816, 766 2.83 0 0 0 0
Operations.______ 25,227, 447 69, 41 18, 613, 509 64.39 23,213, 020 69. 40 26,723,927 78.80
Net incone. 15, 937, 205 43.85 11, 423, 845 39,52 13, 380, 961 40. 14,275, 46 42,09
C2p, consump..._______ oo 8,501, 720 23.39 9, 504,638 32.88 9, 539, 02! 28.52 10,973, 316 32.35
Deferred 1,102,513 3.03 1,118,999 3.87 1,721,630 5.15 153,536 6.35
Otheroper.._._________ ... - —313,991 -.8 ~-3,433,973 ~11.88 —1,428, 59 —-4,27 —678, 371 ~2.00
Issues Itd. . 2,896,531 7.97 5,017,344 12.36 5,611,574 16.78 3,351,518 9.88
Issues stock - 288,163 79 293,639 1.02 677, 568 2.03 605, 932 179
All other . 7,931,041 21.82 4,168, 049 14. 42 3,947, 050 11. 80 3,234,183 9.54
Uses: All uses___ 36, 343, 181 100. 00 28,909, 307 100. 00 33,449, 211 100. 00 33, 915, 560 100. 00
Work. cap, inC..o.oee oo 5,741,711 15, 82 0 0 2,455, 451 7.34 752, 606 2.22
Dividends . . 4,598, 512 12.65 4, 843, 326 16.75 §,151, 210 15.40 5, 815, 242 17.15
Cap. expend 19, 420, 103 53.4 20, 949, 962 2.4 22, 351,207 66. 82 24,552,899 72.39
Investments : 2,611,035 7.18 1,437,932 4.97 827, 2.47 626, 463 1.88
All other 3,965, 754 10.91 1,678,087 5.8 2,663,979 7.9% 2,168, 349 639

Source: Standard & Poor's Corp. compustat file.

0¥
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TABLE XI1,—SELECTED PURCHASES BY PETROLEUM COMPANIES OF BUSINESSES NOT CLEARLY {DENTIFIED AS
PETROCHEMICAL OR OTHER ENERGY EXAMPLES

Purchasing company  Purchased company Date Selected details
To Mobil. o oeieeenaannas MaICOM e neceaancnnecnannn 1974 forward. l 1973 &lrchssad $27,000,000 of stock.
COmmon stock...... $470, 000, 000
35,000,

Newly issued pr
fer?ed ..... p .....

Total...... P
Long-term debt:
19

Incr

Increa 393

3. 1976 3purchased remainder: (a) issued
2 of debentures to owners;

b) used $107,000,000 of Mobil stock,

2. ARCO. . icenneeaas (a) The Observer (British 1976......._.. No details,
newspaper,
(b) Anaconda (eopper, alu- 1976 forward. 1. 1976 cash of $167,002,000 for 27 percent
minum) . k. 2, 1977 lssaed $420,000,000 of
common stock 2nd $37,000,000 cash in
merger.
3.Gulf. .l Reston, Ocean Village, Ven- Recent years..
ture Oulin America.
Kewanese (petrochemical). 1977.__..._.. 8455.000.000.
4 SUN. .o iiiiiiieiaieaas 1. CSJ Johnsburg Trucking 1975.. <-- $20,000,000 cash,
2. H. P. International .- . Exchange of undistlosed shares.
3. Audio Magnetics.. - Refinancing and equity investment.
4. Stop-N-Go Foods. . . Exchange of shares.
§. Kar Products........... 1977, .. Purchase of shares.
6. c%ecton, Oickinson and 1978 (n'\e)docal $293,000,000 of cash and notes,
supply).
2. Atlas Screw & Specialty. 1978, ._..... $3,600,000.
8. Weiland Computer Group_ 1978.____._.. Purchase of stack.
5. Standard Qil California... 21 percentof Amax.__..... 1975......... 1. Cash $170,000,000. 2. Exchange of pre-
ferred stock and ultimate repurchase of
com any stock from Amaxin January 1976,
utchaso of 500,000 shares in open
mar
6. Unlon. e cieiaeenaccaanneannan 1974.. ... Acqmred 3 rock crushing plants in southern

alifor:
7. Quaker State.... «-- Jamestown Design & Ma- 1974_. Exchanga lor 10,328 Treasury shares.

chine Corp,
8 Ashland........ . Polk Material . ....._...... 1971.. ... 20,000 wmmon shares.
Angelo Tomasso........... 1971 . . .. 520,000 shar
Mac's Super Glass..._._... 1972._ .~ 10 63,024 common shares.
Harrison bne. ... ... .. 19727
Franklin Stone_._......... 19728 132,089 common shares,
Star Construction._........ 19721
Reno Construction_._._.._. 1972......... 320,000 common shares,
Mac’'s Super Gla.s (auto 1972......... 63,024 common shares.
polishes #nd  related
products).
Seaboard Construction. . ... 1973......... 65,000 common shares.
Levingston Ship Building 00 1975.. ~7. Exchange of shares; 802,632 were issued.
& Co . 1976 ,500 shares.
. - 655,000 common shares.
9. Tesoro Arnold Pipe . 104,530 shares and $212,000 payable In
stock and cash,
Charles Wheall r0- 1972......... 220,000 shares.
ﬂucerol petr oum val uos)
Eaglo Tunsport Co........ 197t ......... 40,000 common shares.
Tuines Orill Pipe.._....... 1974, ... Cash and provisionary note ecuals $700,-
. 000,000
10. Pennzoil................ W.S.Ranch. ..o 1973........ N
PENDING
1. Mobil ..ol Badcow (forest products, ..ccceeeen.... Preterred stock of $475,000,000 (represents:
liner board, il and gas). 3 poruon of au oiized but not issued
12, SUN.e e Metrodata Computmz)(lNC' .............. 53,000.0)00—Merger, amount undisclosed.
. X computing division
13. Occidental Corporation... Meade Corp_. ... ... ....cooommniannas
14, Standard Oil (Indiana)... Cypress Mines._.........cccciiereancnnn.

pﬁer being divested under recent agreement with the Federal Trade Commission order,
’A:p alt paving.

Source: Moody's and annual reports.
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TABLE XI11.—DISPOSITION OF NET INCREASE IN OIL RECEIPTS

[Dollar amounts in billions]

Calendar year— Total
1979 1980 1981 1982 1979381 1979-82

Base case—No increase in real OPEC price:

Netincrease in oil receipts..._............... 1.0 [) 8 3 3

Nemease in after-tzg producer and royalty ¥ ¥ ¥.3 $10.9 $s.4 3.3
8:

Without windfall profits tax. ............. - 0.5 2.6 4, . 7 3 2
With windfall proEts [ S :0 5 ;2.! gsg sg.‘.l igg 313.;
Eorcent ‘ufluflhon ‘g&etto windfall profits tax. %a %g 0 g 5.1 1.4

ross windfall profits tax._.__..___........ X 8 ) 3 X
Net windfall pr%ﬁts tax (after reduction in Fed- ¥ y $ $.2 $6.0
eral income taxes). . .. ......cciiiiiiiaencceeenn. - $0.5 $LS $1.7 $2.0 $3.8

Alternate case—3-percent increase in real OPEC

price:
Net Increase in oil receipts___.__......

....... $0.1 $5.3 $10.7 $13.7 $17.0 $30.7

Net increase in after-tax producer and royaity

income:
< Without windfall profits tax___

With windfall profits tax__ .. _...... .
Percent reduction due to windfall profits tax..............

Gross windfall profits tax

Net windfall profits tax (after reduction in Fed-
eral income {axes). . ccoceecccncnann

30.5 §2.5 $5.0 $6.3 $8.1 $14.4

$0.5 21.9 §2.9 iJ.S 35.4 38.8

3.5 2.0 5.4 33.5 8.7

$1.0 $3.4 $4.7 $4.3 $9.0

........ ceecences $0.6 $2.1 $2.9 $2.7 $5.6

Source: Office of the Secretary of the Treasury, Office of Tax Analysis,

TABLE XIV.—SUMMARY OF ADDITIONAL OIL RECEIPTS AND TAXES UNDER DECONTROL AND THE WINDFALL
PROFITS TAX ASSUMING NO OPEC REAL INCREASE IN PRICES

{In millions of dollars]

Calendar years—

1979 1980 1981 1982 1983 1984 1985

Decontral: . .
Gross increase in oil receipts. _.....
Less deductible costs of induced
production . cee oo cicaeooianas

1,208 5,797 11,803 14,488 15118 17,657 20,375
~167 =751 -2,170 -3,625 -4,687 ~7,366 —10,156

Netincrease in oil receipts.......
tess depletion and State and local
severences and income taxes.....

1,041 5, 046 9,333 10,863 10,432 10,291 10,219
—134 —-644 —1,158 -1,308 -1,218 -1,184 1,176

Increase in Federal taxable in-
[
Federal marginal income tax rate. _.
Increase in Federal income tax
before windfall profits tax_.._....
Windfall profits tax:

Gross windfall profits tax..._._._.._....

Net change in Federal taxable

INCCMB. L. imreecicicannn

Federal marginal income tax rate. ...
Reduction in Federal income tax for

windfall profits tax_ ... ...l

907 4,402 8,175 9,555 9,214 9,107 9,043
.45 .45 W45 .45 . .45

408 1,981 3,679 4,300 4,146 4,098 4,070

....... 766 2,457 2,815 2,022 1,752 1510
....... ~638 —2,062 -2,384 1,729 -1,502 -—1,29%

45 .45 .45 45 .45 .45 ]
....... -287 —928 ~—1,073 -718 ~676 ~583

Disposition of netincrease in oil receipts:
Private sector. ... . ... .........
State and local government. . __....
federal Government (includes Fed-

eral royalties). .. c...ooooaean

520 2,116 3,357 3,922 4,110 4,176 4,266
369 583 682 21 735 752

423 2,561 §,393 6,258 5,601 5, 380 5,201

Total, netincrease. . ............
Addenda:
Effective Federal tax rate: .
On gross increase in oil receipts.
On netincrease in ctl rece:pls. .
Effective Federal income tax rate
before windfall profits tax:
On gross increase in o1l receipts.
On net increase in oif recetpts. .

1,041 5,046 9,333 10,83 10,432 10,291 10,219

.34 .42 W45 A2 .36 .29 .25
.39 .49 .56 .56 .52 .50 49
.3 ) .32 .30 .27 .23 .20
.39 .39 .39 A0 40 40 40

Soutrce: Office of the Secretary of the Treasury, Office of Tax Analysis,
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Senator Graver. Thank you very much, Mr. Sunley. That is a
very excellent, documented paper.
Our next witness is Mr. Richard M. Smith, Department of Energy.

STATEMENT OF RICHARD M. SMITH, DIRECTOR, OFFICE OF POLICY
COORDINATION, OFFICE OF POLICY AND EVALUATION, DEPART-
MENT OF ENERGY

Mer. Syrrd. Thank you, Mr. Chairman.

1 am pleased to appear here today before you to discuss briefly
the Department of Energy’s perspective on financial issues regarding
the oil and gas industry and the significance of these issues to future
exploration and development.

Assembling a complete picture of the capital requirements, prof-
itability, and motivating tinancial elements of the oil and gas pro-
duction industry is a complex task. Mr. Sunley, of the Department of
Treasury, has provided a very complete and excellent description of
the historical financial indices for the oil and gas industry. As Mr.
Sunley points out, the financial data for the industry as a whole is
difficult to relate directly to oil and gas exploration and development
because of the wide range of activities of the integrated firms and the
inability precisely to disaggregate such factors as profitability, debt-
equity ratios, and cost of capital.

Fortunately, however, the historical record of direct expenditures
for oil and gas exploration and development is documented by the
Department of Commerce, annual survey of oil and gas, and the
industry-sponsored joint association survey. Those cost and expendi-
ture data, along with projected levels of production and the revenues
that will be received therefrom, can be extrapolated into the future
with reasonable confidence levels. That data supports projections of
revenues, exploration and development expenditures, tax conse-
quences, and net cash flow positions for that segment of the industry
that is engaged in conventional oil and gas exploration, development
and production.

To be sure, projections of the future in this area must be allowed a
range of variability to cover uncertainties. But, the uncertainty is
focused upon the discrete production-related activities of the industry
rather than on difficulties in precisely disaggregating total industry
financial data.

The Department of Energy and several other groups and institu-
tions, over the past 2 years, have analyzed this data and made pro-
jections of the capital requirements of the petrolevm production in-
dustry for the next several years—typically through 1985.

There is unanimous agreement from these studies that the future
capital requirements of the domestic oil and gas industries will be
great—on the order of $200 billion—1979 dollars—or more through
1985. There are diverse opinions, however, regarding the precise
magnitude of these requirements, the role that cash flow will play
in determining the level of exploration and development, the methods
by which new projects will be financed, and the ability of the industry
to obtain necessary capital.

In an endeavor to reconcile or explain these various conclusions
regarding capital needs and capital sources of the petroleum industry,
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DOE in mid-1978 commissioned a study by ICF, Inc. hereafter re-
ferred to as the ICF study, to analyze and compare the administra-
tion’s estimates for the first national energy plan with the conclusions
contained in six major analyses by persons outside the Federal
Government.

That study is in the process of being completed and has not been
evaluated within the Department of Energy at this time. Currently,
three volumes are bound in final draft form.

Volume 1, the executive summary, and volume 5, the pro forma
financial projections are in preliminary draft form. However, I will
discuss the general conclusions of the draft report and briefly relate
those conclusions to the President’s crude oil pricing program.

The recent private studies that were evaluated 1n the ICF study
were performed by the Chase Manhattan Bank, Standard Oil Co., of
Ohio, the Council of Energy Resources of the University of Texas,
Bankers Trust Co., C. H. %{)e blinger, and the Independent Producers
Association of America. Each of these studies was developed with
different frames of reference and with different objectives.

The table on page 4 illustrates the wide range of opinion of how
much drilling the industry will do over the next 7 or 8 years and
what is projected as to what the expenditures are and as to the total
reserves that will be added during tKis period.

These diverse results suggest fundamental differences in assump-
tions regarding the factors that influence capital expenditures by the
oil and gas industry. For example, the Chase study assumed that
each barrel of production should be replaced by a barrel of reserves
and that the industry would drill enough wells to reach that target.
The IPAA study assumed a production target sufficient to reduce
projected oil imports to a given level.

Neither study indicated how the industry could drill 2.8 or 2.9
billion feet of profitable prospects in 8 or 9 years, which would require
drilling 50-percent higher than the very high 1978 level. Sohio used
the NEP 1985 projected production as a base, but held constant the
reserve to production ratio, which significantly increased reserve
addition “requirements.” The low productivity assumed in the
CERUT model coupled with the CERUT-perceived inadequacy of
t}&e1 I\iEP prices led to a projection of less drilling and fewer reserves
added.

[The following was subsequently supplied for the record:]

Cumulative

drilling Projected
footage E. &0. Tolat
Average Qincluding expenditures reserves
annual dry holes; ;’bnlhons of added
productivity millions 1979 dollars (billions
(BOE/At) of feet) total of BOE)
DOE (1978-85)...cocomciacciimcicaaaann 24.0 1,9 $205 $0.7
Chase (1978-85). ... ... .. ... ....... 19.6 2,823 a7 55.3
IPAA (197 . 2,943 314 58.2
SOHI0 (1977-85) 2,401 241 63.4
CERUT (NEP Case) (1977-85)................. 15.0 1, 223 29.9

1 Barrels of il equivalent of reseives of oil, natural gas, and natural gas liquids added per year divided by total drilling
footage in the yeai,

Note: The Bankess Trust and Keplinger studies cannot—be directly related to this forn at. Bankers Trust covered onlythe
years ;9‘78 to 1982. Keplinger estimated a finding cost per barrel but did not make an econometiic analyses of industry
expenditures.
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Mr. SyitH. In the final analysis, it would appear that the most
important factor in determining the future investment levels of the
oil and gas industry is the extent, quality, and accessability of the
remaining oil and natural gas resource base. At any given level of oil
prices, there is a finite number of projects that can be developed and
{;roduced profitably by the industry. The oil and gas industry is not

asically eleemosynary in nature nor is it organized merely to drill
holes in the Earth.

It cannot be expected that the industry will blindly invest in explo-
ration and drilling when anticipated profit cannot be projected to mect
acceptable levels, regardless of the extent of available cash flow to
fund such activity. Therefore, it is essential that a realistic assessment
of future drilling prospects underlie a projection of cash flow require-
ments and E. & D. investment activities of the industry.

For these reasons, the administration’s original N?‘JP analysis, the
ICF study, and current DOE analyses are founded upon U.S. Geologi-
cal Survey resource base estimates and assume that expected rate of
return from new oil and gas projects is the critical determinant of the
level of future capital investment in domestic oil and gas production.

The DOE/EIA midterm oil and gas supply model projects domestic
oil and natural gas production from ana{ sis of geological, economic,
and engineering factors which affect oil and gas supply.

The DOE/EIA oil and gas model has three major interconnected
submodels. First, a drilling submodel develops information about
the economic gradations of the resource base. The extent of the
resource base is defined principally by the U.S. Geological Survey
circular No. 725, a 1975 estimate of remaining recoverable reserves
of oil and gas. ‘

Second, a resource submodel translates exploratory drilling, the
prospects for finding oil, the intensity of development, the fraction of
oil-in-place which can be recovered by either primary, secondary, or
tertiary methods, and the fraction of proved reserves which can be
yroduced each year into annual production quantities by region.

hird, an economic submodel calcu&utes & minimum acceptable price
for each year’s quantity of reserves proved.

A hypothetical project, either exploratory or developmental, is
include(f in the DO{C forecast of production in a future year only if the
minimum acceptable price is less than or equal to the expected future
market price. Through this process of projecting drilling activity and
production, an estimate ol} industry capital requirements can be
developed.

The most significant variables in the DOE assessment of future
capital requirements are:

%uality and accessibility of the resource base.

roductivity, finding rate of BOE/feet drilled.

Drilling costs per foot drilled.

Lease acquisition costs.

Required rate of return on investment—discount rate.

I will discuss these variables briefly.

ACCESSIBILITY OF THE RESOURCE BASE

The DOE Model currently uses the 1975 USGS circular 725 to
estimate the remaining resource base. If the USGS estimate is too
pessimistic, there may be a greater number of profitable drilling
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opportunities at any given productivity or price level and therefore
projected E. & D. expenditures would be higher. However, circular
725 is generally regarded as falling within a reasonable range.

The DOE model also uses the current DOI OCS leasing schedule of
four to five sales per year to estimate accessibility of the resource. The
President has directed that additional acreage be added to the current
OCS leasing schedule. If Federal OCS lease sales are accelerated, for
example, to six or seven per year, and if NPR-A is opened for private
leasing and development, the accessible portion of the resource base
weuld increase significantly.

It is not likely, however, that these actions would greatly affect
industry E. & D. expenditure before the mid-1980's because of the
long lead times required to develop new areas. In any event, DOE
foresees no capital constraints that would prevent the oil and gas
industry from responding to an accelerated leasing schedule.

PRODUCTIVITY

Productivity, or finding rate per foot drilled, is a most significant
factor in the cost of finding amy producing crude oil or natural gas.

Since 1973, there has been a strong upturn in oil and drilling activity
in the United States. See appendix A. The number of active rotary
drilling rigs has doubled and total drilling footage has increased by
50 percent. See appendix B. Despite the increase in drilling, the rate
of additions to the oil and gas reserves per foot drilled has trended
sharply downward. The finding rate of oil and gas per foot drilled has
declined from a high of 53 BOE/feet in 1967 to a low of 18 BOE/feet
in 1977 and 16 BOE/feet in 1978. See appendix C.

Reasons for the rate of decline are difficult to substantiate at this
time. I'wo possible theories have been advanced and were analyzed
by the ICF study.

There has been more intensive development of existing fields to
enhance production and the industry is developing previously by-
passed lower quality deposits with lower productivity in response to
the sharp price rises in 1973 and 1974.

There has been a permanent transition to a lower quality plateau
in the resource base.

The first theory supports a view that, in due course, overall pro-
ductivity will increase as industry returns to a higher degree of explor-
atory drilling. Exploratory drilling historically has yielded significantl
hicher productivity and has not declined as substantially as ﬁns overall
productivity in recent years. See appendix B.

The DOE/EL\X model derives productivity projections from regres-
sion analysis of 20 years of data, which minimizes the impact of the
sharp downturn in recent years. As a result, the DOE/EIA model
projects an average productivity of 24 BOE/feet from 1978 to 1985,
which, of course, is considerably higher than actual experience in the
past few years. If the first theory regarding the recent productivity
downturn, which is the more plausible, is the more accurate, the DOE/
EIA estimate will in the long run prove to be basically valid.

Nevertheless, consequences of lower future productivity upon indus-
try investment requirements must be considered. It has been argued
that if productivity is, in fact, lower than DOE projects, the industry
will be required to make even greater expenditures for exploration and
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development in the future. The argument presupposes that the indus-
try has specific production targets and will dri ll to whatever extent
and at whatever cost is necessary to achieve that level of production.

In fact, however, the industry responds principally to prospective
marginal returns on investment and li)ower productivity could merely
mean lower E. & D. expenditures, higher cash flow, and lower future
production. The industry cannot reasonably be expected to invest
more capital in drilling projects which are, overall, less financially
attractive.

On the other hand, to the extent that industry views cash flow as
lower cost capital than new debt or equity, it is conceivable that in-
creased cash flow would moderately support a maintenance of E. & D.
expenditure levels in the face of lower productivity,

DRILLING COSTS

The DOE/EI\ model assumes that drilling costs per foot will
remain constant in real terms over time but overall unit drilling costs
will increase as the average depth of wells increases to recover deep
hydrocarbon deposits. Drilling costs constitute approximately 50
percent of E. & D. expenditures and errors in projection of the per
foot cost would have significant effects on overal{ costs. However, like
lower productivity, higher drilling costs would tend to make new
investments less profitable and should not result in an overall in-
crease in exploration and development expenditures.

LEASE ACQUISITION EXPENDITURES

Industry lease acquisition expenditures have fluctuated widely in
recent years. The amount in any given year has reflected in large
measure the amount and quality of Federal Quter Continental Shelf
acreage leased in that year.

Another important factor in determining the amount of lease
acquisition expenditures is the expected revenue from the lease. A
company will not bid more for a lease than it can expect to recover
from production. Thus, while lease acquisition—or bonus payment—
costs are deducted from industry revenues to determine cash flow,
it is important to note that they are totally variable in response to an
assessment by the industry of future prices of oil and gas and quality
of the prospect. Lease acquisition expenditures distribute a share of the
cconomic “rents” to the landowner—principally the U.S. Govern-
ment—but they do not significantly aflect long-run profitability of
the industry unless the industry becomes particularly inept at estimat-
ing these prospects.

REQUIRED RETURN ON INVESTMENT

The DOE/EIA model assumes that the minimum required dis-
counted cash-flow return on investment for oil and gas E. & D. is 8
percent real after tax—15 to 18 percent nominal at current inflation
rates. If a lower DCF return is acceptable to the industry, E. & D.
requirements would be projected to increase since there would be a
larger selection of profitable projects in the resource base. The ICF
study projects that a 6-percent return requirement would increase
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E. & D. expenditures by a total of $23 billion—a 12-percent increase—
from 1978 to 1985, compared with an 8-percent discount rate.

The basic conclusion that can be drawn from the ICF study is that
the oil and gas industry will have adequate cash flow through 1985
to finance projected exploration and development expenditures. I
have included a sample pro forma financial sheet for the industry
from the ICF study to illustrate the process. See appendix E.

That chart and the ICF study do not take into account such factors
as the latest increase in world oil prices, or the President’s program
for decontrol. The ICF analysis was based upon world oil prices that
we are seeing now and are likely to see in the future.

The higher world oil prices of course, will be predicted to increase
the exploration and development expenditures of the industry. At
the same time, they would increase cash flow by a considerable
amount as well.

Also, the crude oil pricing provisions in the President’s program
will increase revenues and cash flow to the industry somewhat above
the levels assumed in the ICF study. We looked only at cash flow and
estimated that increased cash flow to the industry was on the order
of $2.5 billion a year through 1980 and after 1985.

There have been, and I am sure there will be, suggestions that the
oil and gas industry will need significantly higher revenues to under-
take nn aggressive campaign. We believe that such contentions are
contradicted by sound investment theory and by the conclusions that
can be drawn from the 1CF study.

In conclusion, it is important to stress that the returns on future
investment are the busic determinant of industry capital expenditures.
If, in the remote event that cash flow from the oil and gas industry
in existing and future production is not adequate for investment,
future returns will lure new entrants to the industry and increased
competition. As further cash flow increases from existing oil will not.

Thank you, Mr. Chairman, for this opportunity to appear before
the committee. I would be pleased to answer any questions.

Senator GRAVEL. Thank you very much.

Miss Rivlin.

STATEMENT OF ALICE RIVLIN, DIRECTOR, CONGRESSIONAL
BUDGET OFFICE

Ms. Rivuin. Thank you, Mr. Chairman.

I am pleased to appear before this subcommittee to discuss some
aspects of-the administration’s proposals for the phased decontrol of
domestic oil and a windfall profits tax. The Congressional Budget
Office recently completed a preliminary study of the encrgy and
economic effects of the administration’s plan and is now preparing a
more comprehensive analysis.

In general, our preliminary conclusions are quite similar to those of
the administration in terms of the oil import reductions and increased
inflation likely to result from the plan. In my remarks, today I will
discuss three 1ssues that I believe are important to the tax and rev-
enue aspects of the administration’s proposals:

1. The potential producer revenues und tax receipts that the pro-
posals would generate.
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"2, The nature of the incentives for accelerated oil exploration and

-development. .
3. The pros and cons of creating an Energy Security Fund.

THE POTENTIAL PRODUCER REVENUES AND TAX RECEIPTS

CBO estimates that, between June 1, 1979, and September 30, 1981,
the proposal for phased decontrol would generate about $14 billion
in current dollars 1n increased wellhead oil revenues, as compared with
a continuation of the present system of controls. From October 1,
1981, through the end of 1985, decontrol would increase revenues by
another $49 billion. If the revenues generated by new supply are
illclp((iied, producer revenues would increase about $62 billion for this

eriod.
P If enacted by the Congress, the administration’s proposal for a
windfall profits tax—which is essentially an excise tax—would return
about $4.2 billion of the increased revenues to the Treasury by
September 30, 1981, on an accrual basis.

T'hrough the end of 1985, the windfill profits tax would generate
an additional $17.3 billion. After deducting the windfall tax and an
assumed 7 percent of the gross increase in revenues for State and local
taxes, including severance taxes, nbout $9 billion would be subject to
Federal income taxes through the third quarter of 1981. Through the
end of 1985, an additional $28 billion would be subject to Federal
income taxes.

The estimated amount of Federal income taxes to be paid on these
increased (Yroﬁts is a controversial issue. The portion of the $9 billion
that would actually be paid in taxes on an accrual basis by the end of
1981 is likely to be very small—probably less than 20 percent. The
reason for tKis is straightforward. If the producers reinvest a large

ortion of these revenues in oil drilling and exploration the investment
in the initial period would result in large tax write-offs for drilling
expenses, rapid depreciation of capital equipment, and Federal tax
credits for part of the initial investment.

In all likelihood, very little newly discovered oil would flow in this
period, and therefore there would be no increase in revenues and thus
in taxable income during this early period.

In subsequent years, however, as the discoveries from the explora-
tion and development expenditures result in oil production, the tax
liability of the companies would grow. How much tax revenues
would actually result depends on a variety of factors, including the
success of new drilling, the amount of production still shielded by the
remaining oil depletion allowances, future investment expenditures
by the companies, and so forth.

The Treasury Department has assumed that, over the long term,
after deducting windfall and State taxes, the oil producers would pay
40 percent of the remaining increased revenues resulting from decon-
trol in Federal taxes. We believe this is an overestimate.

Reports filed with the Securities and Exchange Commission and
annual reports for crude oil producers and integrated companies sug-
gest that, since 1975 when the percentage depletion allowance was
eliminated for large tproducers, these companies have accrued between
34 and 36 percent of their net operating revenues in taxes of all forms.
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Subtracting 7 percent for State and local taxes leaves about 28 percent
of the net operating revenues paid as Federal income taxes. Thus, 28
percent represents the long-run income tax rate for producers, as
revenues from new production increase, unless drilling expenditures
continue to accelerate.

‘I'reasury tables are not entirely clear on this. I am informed by Mr.
Sunley that the 40 percent might well apply to a smaller base after
deduction of additional costs, so their estimate may not be that dif-
ferent from our 28. Perhaps Mr. Sunley can enlighten us on this fact
at the end of my testimony.

Over the long run, the combination of the proposed windfall tax,
the State and local taxes, and the corporate income tax—with CBO’s
assumed 28-percent corporate income tax rate—would result in about
55 percent of the increased revenues being paid in taxes, leaving 45
rercent with the producers. The role of the windfall profits tax is key.
k\’ithout it, the Government, including State and local governments,
would collect only about 30 percent of the increased revenues in taxes.

INCENTIVES FOR EXPLORATION AND DEVELOPMENT

Are the incentives proposed by the administration adequate to pro-
mote an acceleration of oil exploration and development over the next
few years? Most economists view this question in terms of the prices
allowed for new oil production. If the price of oil is high enough,
rational investors wil{)undertake the investment required for produc-
tion. All the investment funds need not come from oil companies’
internal cash flow, they argue, for the high price will be enough to
attract the necessary capital, through borrowing.

Viewed in this context, the incentives proposed by the President to
encourage new oil exploration and development are most certainly
adequate. For truly new oil, the producers would be allowed the world
price, currently over $16 per barrel. For marginal wells and other old
oil, which may require additional investment to increase production,
the administration would more than double the allowed price, from
$6 to about $13 per barrel over the next 6 months. For tertiary re-
covery, the marginal revenue to the producers would actually exceed
the world price, since producers undertaking tertiary projects would
also be allowed more rapid decontrol for already flowing oil production.
It appears, therefore, that in terms of price incentives, the adminis-
tration’s Proposals would be adequate to encourage a significant
amount of new investment.

Some producers, along with segments of the banking community,
have argued that, because oil exploration and development is relatively
risky investment, it is difficult to obtain external financing and inter-
nally generated funds are a necessity.

Therefore, they reason, without the additional cash flow, the re-
quired investment for exploration and development will not occur.
Recent studies, however, tend to contradict the view that cash flow
determines the level of investment in petroleum exploration. One
study, for example, which examined both major oil companies and
independents, found only a weak relationship between internal cash
flow and investment in exploration and development. Also, this study
found evidence of considerable borrowing by both major oil producers
and independents for exploration and development. While we believe
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that the price of oil is the critical factor in determining investment in
exploration and development, it may be helpful to consider the addi-
tional cash flow that would be generated by the administration’s pro-
posals and compare this with potential for new drilling.

Although there has been a slight decline in drilling activity in the
gast 3 to 4 months, in 1978 there was more oil drilling in the United

tates than any other year in the past two decades. Although complete
data are not yet available, total expenditures for exploration and
development may well have exceeded $19 billion in 1978, as compared
with $16.3 billion in 1977, It appears that significant expansion is
possible for future drilling and exploration.

On the basis of industry-supplied data, which includes rapid con-
struction of new rigs and equipment in the next few years, we estimate
that drilling rates might be expanded by a maximum of 25 to 30 per-
cent by 1981 over last year’s levels. The key constraint to even more
rapid expansion is the limited number of available drilling rigs. In
loﬁ)lar terms, after allowing for inflation in drilling costs, CBO esti-
mates that total expenditures for oil exploration and development
might rise to as mucﬁ as $25 billion to $27 billion by 1981.

How, then, does the increase in cash flow generated by the admin-
istration’s pricing and taxing proposals compare with the funds that
the industry could productively use for drilling in the next few years?
Projections of this sort are necessarily speculative because of increases
in drilling costs and other factors, but based on our analysis, a mini-
mum of $6 to 37 billion in new after-tax cash flow would accrue to the
industry under the administration’s plan over the 1979-80 period.

Depending on the amount and type of new investment that takes
place, the potential cash flow during this period could be even some-
what higher. In the post-1979-81 period, of course, the revenues will
rise considerably. We estimate that this increased cash flow would
finance at least two-thirds and possibly all of the maximum additional
exploration and development that could occur between now and 1981.

Consequently, even if one accepts the view that cash flow determines
investment in exploration and development—which we do not—the
additional revenues to the oil industry are more than adequate to
provide for maximum drilling and exploration over the next several
years. Lack of drilling equipment appears to be the major limiting

factor.
THE PROS AND CONS OF AN ENERGY TRUST FUND

The administration has proposed that the Congress establish an
energy security trust fund to redistribute the tax revenues both to
low-income households to soften the burden of higher oil prices and to
mass transit and energy research and development to foster the transi-
tion to a more energy-efficient economy.

Although such a trust fund has the advantage of providing a mech-
anism to assist low-income households in oflsetting higher energy
prices, it has some disadvantages from budgetary and policy co-
ordination standpoints.

First, trust funds, witle their long-term earmarking of funds, limit
budgetary control since they are only marginally aflected by budget
resolutions and the appropriations process. Second, since both energy
investments and mass transit currently have relatively large Federal
programs, additional expenditures from a trust fund would create
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some coordination problems for the Congress in their authorization
and appropriation processes and for the executive agencies in the ad-
ministration of these programs.

Further, if OPEC prices did not increase in real terms, the revenue
flow into this fund would decrease over time and would, in fact, dro
off sharply by the mid-1980’s when old and new oil were exhausted.
Such a phaseout of the funding source might cause problems in man-
aging these programs, particularly those for energy investments which
are long-term capital projects.

On the other hand, if there is a large OPEC increase, there may be
large amounts in the trust fund.

Mr. Chairman, I would be happy to respond to any questions that
you might have.

Senator GRAVEL. Thank you very much.

Taking the data from a couple of charts, I notice the figzure used for
industry would be about $200 billion by 1985 as the low-end figure.
Then it goes on to $300 billion.

From a macro point of view, industry needs between $200 and $300
billion by 1985 as capital required to perform its function in our
society. Can you unravel from the various tables how much would
be coming historically from cash flow and how much historically
would be coming from external sources? If there is a deficit, what
would be the size of that deficit, and how is it to be made up, leaving
aside the deregulation.

Mr. Smita. Mr. Chairman.

Senator GRAVEL. Let’s use $250 billion as a round figure.

Mr. SsiTh. If the total E. & D. expenditure requirements were
$250 billion, if you look at appendix C, gross cash flow less the divi-
dends results in a net cash flow projection in 1979 dollars of a total
of $220,416 million.

If one were to assume that the capital requirements were in excess
of that $220 billion, then the excess obviously would come from
external sources.

We would think, although certainly we do not have a crystal ball
in this regard, that it would be reasonably well divided between debt
and equity. The industry is not a static industry in debt or equity
senses. They are constantly raising capital with both mechanisms.

I would point out, however, if one were to assume that the “require-
ments’’ were $250 billion, the DOE model, in effect, it would reduce
the level of drilling because of the fact that it would not project
$250 billion worth of profitable endeavors. But if in fact the require-
ment were $250 billion, in this sense, there would be a possible deficit
of $30 billion. We would see absolutely no difficulty in the industry’s
raising that. They have raised on the order of $7 to $8 billion average
over the last 5 years from external sources and could be expected to
do so in the future.

Senator GRAVEL. What you are saying is that they could raise $230
out of cash flow?

Mr. SyiTh. $220 would be our projection,

Senator GravVEL. $220 billion.

So if we take just the average I was talking about, they would
have to raise $30 billion through external sources. .And from your
figures they have a track record of raising funds from other sources.

Mr. SunpLey. Mr. Chairman, I refer you to the table on page 19
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of my statement showing information on the capital outlays of the
industry as a percent of cash flow and as a percent of the total sources
of funds. This shows that the total oil and gas extraction industry,
in fact, has made capital outlays in excess of 100 percent of their cash
flow every year except 1974 when cash flow was obviously inflated by
the OPEC price increases in January of that year.

I think this is what you would expect from an industry that has
good prospects. They are able to raise external funds. In fact, you
will find tgat their investments will exceed their cash flow.

This has occurred in the oil and gas industry now for a number of
{ears. I think we can expect that to continue in the future. They will

e able to go to capital markets.

Senator GRAVEL. You made a statement earlier that their ability
to finance externally is based, of course, on the anticipation of profits.
If there is no commensurate increase in QPEC prices then that will
impair their ability to finance externally. Is that right?

Mr. SuxLEY. I think the $16 price provides a very adequate, very
strong incentive to make investments. I am certain that an oil pro-
ducer investing in the United States gets to keep after taxes more
than an oil producer investing in any other country in the world.

We have tremendous incentives to make these investments for the
future at this time.

Senator GRAVEL. I thought I saw on the chart that it was more
profitable for any company abroad than domestically. How can you
make the statement they are keeping more domestically than from
their foreign operations?

Mr. SuxLeY. You are referring to one of the charts in my testi-
mony?

Senator GRAVEL. Yes.

Mr. SuxpLey. I indicated that 80 percent of their sales come from
foreign sources. I did not indicate that the amount that they keep
per barrel is more abroad than at home; it is not.

Senator GRAVEL. Are you saying that the profitability of the in-
dustry is higher domestically than it is in foreign markets?

Mr. SunLEY. To some extent while lifting costs are probably some-
what higher in the United States and transportation costs generally
lower, the foreign government ‘“‘tuke’ is extremely high.

Senator GRAVEL. Netting it out?

Mr. SuniLey. The tax payments to the Government are substan-
tially less in the United States than you would find around the
Persian Gulf.

Senator GRAVEL. Which would mean that it is more profitable to
produce energy abroad and sell it abroad than it would be domestically.

Mr. SuxLEY. No; I believe that I said that the tax payments per
barrel of oil are higher around the Persian Gulf than is the case in the
United States.

Senator Looxa. Could I ask a question at this point? How many
barrels of oil does an average Persian Gulf well produce?

Mr. Smith. In the hundreds. I do not have a number.

Senator LoNG. In Saudi Arabia, it is 5,000 barrels That is my
impression. What is it in Kuwait?

r. SmiTH. I do not have that.

Senator Loxg. It seems to me if you make a comparison, saying

the tax treatment is better for an American who is investing money
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in oil here than it is in Kuwait or Saudi Arabia, you just might as
well be talking about the temperature 50 miles away from the Sun
or 10 miles away from the Moon, or something like that—20 miles
away from all tourists.

It does not have any relevance to anything.

Are you under the impression that Saudi Arabia or Kuwait gives
the United States money to drill those wells?

Mr. SuxLEY. No; I am not suggesting that.

Senator Loxe. My impression is they do not know what to do with
all of our money, they have so much of it. I do not know why you
want to talk about something that has no relevance to anything
whatever.

It seems to me what we ought to be talking about is whether we

rovide enough incentive to make America energy self-sufficient.
Maybe nobody at this table is interested in doing that.

I recall President Nixon wanted to do that. What is the goal of the
administration? Are you hopin§ to have energy independence or to be
at the mercy of OPEC forever?

Mr. Su~nLey. The major goal, Mr. Chairman, of the administra-
tion is to reduce our dependence on foreign oil.

Senator Long. Energy dependent forever?

Mr. SunLEY. Noj; let me repeat : Reduce significantly our dependence
on foreign energy. I think the President’s program of decontrol, by
getting oil prices up, will affect the consumption of oil in our country,
will provide increased incentives to find oir in our country, will hold
down our imports of oil and be a major significant factor in stimulating
production of alternate energy resources.

Senator Loxa. That did not answer the question I had in mind.
It seems to me you could answer it. In other words, President Nixon,
rigchtly or wrongly, when confronted with what I believe to be the
bankruptcy of a disastrous policy, the policy of depending on the world
market for our oil and the successful, effective operation of the OPEC
cartel, he said that we must have enerzy independence in the United
States.

That policy was vetoed, largely by the more liberal members of the
Democratic Party.

I just want to know if that line of thought still holds in this adminis-
trﬁtiogl. Do you have any plans to have energy independence? If so,
when?

Mr. SuxLEY. Do you mean by that, Mr. Chairman, no importing
of oil at all?

Senator Loxa. I mean the capability of producing it all right here,
es,
? Mr. SuxLEY. No; I do not believe that is a realistic prospect.

Senator Loxg. You see, in my opinion, President Nixon was right.
He had people in the industry down there and said, how long will it
take to restore energy independence?

They said 7 years. He said, OK, if you think we can do it in 7 years,
we wiﬁ, give it first priority and we will restore energy independence
in 7 years.

At that time, the Democratic caucus met and appointed a com-
mittee to go see what could be done. They came up with this plan
which I regarded as being a plan for energy dependence forever.
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1 take it that is the plan you are up here supporting now? We will
never, ever be an independent country again, as far as energy is con-
cerned, if we follow your guidelines here; is that not correct?

Mr. Suniey. I would anticipate in the future we will be importing
some of our energy. I think that we can greatly reduce our dependence
on foreign oil supplies. To my knowledge, there is no private economist
who foresees a future, under any set of policies, that would have us
import no foreign oil.

Senator Long. I hope President Carter gets himself reelected.
I hope that he is able to demonstrate the achievements of his
administration.

Projecting what you are advocating here now—say in September
or QOctober next year, when the President is out campaigning, how
much better or worse will the situation be than it was before the
President took office in terms of what we are paying for oil from foreign
countries.

Mr. Syrrh. Mr. Chairman, if I might, it would be much higher.
We have had an increase—

Senator Long. There ought to be some good news you could get
out. Maybe you could say ‘“adjusted for inflation” or ‘‘compared
to the gross national product.”

You know, President Eisenhower used to do that once in a while
in his early years. They would say, “Good news. Unemployment did
not increase as much this month as it increased last month. The rate
of unemployment is not going up as fast as it was going up.”

Maybe you can make a goog news announcement to the effect
we are buying a lot more oil in dollars than we did before? Will you
say we are buying less in terms of barrels?

Mr. SyitH. No, sir. Probably more in terms of barrels. But we did
have the good fortune of bringing on the Alaska North Slope pro-
duction since the President was elected—I realize he cannot take
credit for that.

Senator GraVEL. I would just like to correct the record.

Senator Lonag. I think Senator Gravel says, ‘“Where did you get
get that ‘we’ stuff.” Senator Gravel offered a floor amendment that
just absolutely had the committee leadership gnashing its teeth,
saying here is an environmental impact study, and he stacked it on
top of khis desk and he said, rather than going on 10 to 15 years arguing
about environment, I am offering this amendment for Congress to
put its stamp of approval on this environmental impact study so
we can proceed and there will not be any more environmental issues
left to argue about.

Senator Jackson said, if that were agreed to, it would just wreck
the whole thing, nothing could be accomplished and we would be
wasting our time in even passing the bill. It was agreed to; the result
was the fight over the environment came to an end. The courts up
tgere got the message in the Gravel amendment. The pipeline is
there.

We would still be in court, still fighting about the caribou, if it
were not for the Gravel amendment. I think when you say “‘we did
this,” where did you get that “‘we’ stuff?

I cannot recall that those who support your position had anything
to do with that Gravel amendment. My impression is they were
gravely concerned that it was going to adversely affect the migration
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of the caribou and I believe that when they constructed the pipeline
they put parts of it up high and parts of it down low—-

Senator GRAVEL. So the caribou could pass.

'Senator Long. As I understand it, the caribou are crossing the
pipeline, but not at the place where they built it especially for the
caribou to cross.

Senator GRAVEL. Yes. If you will yield at that point?

May I quote, on page 8, the President has directed that certain
acreage be added. I have no evidence of that except what will take
place in December. I do know on December 1 last year the President
of the United States, by a stroke of the pen, withdrew from the national
inventory effectively 40 million acres of sedimentary basin.

The administration has done that with the use of the Antiquites Act.
Then last week the administration rallied the environmental com-
munity to press for legisaltion in the Congress to lock up around 126
million acres of land, probably impacting 100 million acres of sedi-
mentary basin. I cannot see where the administration really is acting
{a)gg_resswe!y in the marketplace for the possibility of sedimentary

asins.

Would you care to comment on that?

Mr. SmitH. Last year it was an interim measure until the
Congress

Senator GRAVEL. Let me correct you. It is not an interim measure.
They said it was an interim measure; that is rehtoric. It is permanent,
unless the Congress ever changes it. We have had something similar
that happened in Wyoming that is still permamnent. The President
himself cannot revoke it.

So the 56 million acres that he took includes about 10 million acres
in the Yukon Flats sedimentary basin, which has had only one hole
drilled in it. His action also effects the blockage of the entire North
Slope, other than Prudhoe Bay and other immediately adjacent areas,
which accounts for another 30 million acres of sedimentary

So the record is very clear that 40 million acres of sedimentary
basin have been blocked. Prudhoe Bay in Alaska, involving only 190.-
000 acres of land, contains a third of the oil and gas reserves in the
United States today. 190,000 acres. Yet by the stroke of a pen, the
President took out of inventory 40 million acres of sedimentary basin.

Mr. Syaru. Yes, sir, but I understand that Congress did not com-
plete work on the bill that would deal with it by law last year.

Senator GRAVEL. The Congress is going to be more helpful. We are
talking about legislation that is stocking 126 million acres. That prob-
ably will pass the House this week. The fact that Congress may make
an elrror oes not absolve the administration from the error it already
made.

How do you speak to the point that I raised? In this period when we
are trying to get capital, trying to get a place to use the capital, trying
to provide sedimentary basins, how do you reconcile the posture of the
administration?

We will let the Congress reconcile its own posture with what it is
going to do in the House.

Mr. SmitH. The philosophy of the administration is basically in
support of balance between energy and environmental concerns. I
recognize these are extremely controversial issues, and the balance
can be stricken at different points by different persons.
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But I believe that the President’s program in regard to accelerated
OCS leasing and private development in the NPRA, while it will not
occur immediately, will have substantial impact on oil and gas pro-
duction in the mid-1980’s and beyond.

Senator GRAVEL. May I correct you on NPRA? If the President's
actions stand and il the Congress al‘)'ates those actions, there will not
be any way to get the oil out. Therefore, it will be most difficult to
get the private sector to go drill in NPRA, since there is no way to
get it out. You would have to cross a wilderness area and a national
park to do it.

That is exactly what we anticipate the legislation will preclude in
the House and under the Antiquities Act.

Mr. Syara. I am not familiar with that. Of course, the TAPS line
itself could be expanded. .

Senator GRAVEL. The line, if as we hope oll is found in the Beaufort
Seu, could be expanded to 2 million barrels a day. But I am talking
about the NPRA which is what you are talking about, and that line
will not service that area.

Mr. Smita. Not by itself, certainly. It might in conjunction with
other lines. You are correct. There are issues.

Senator GRAVEL. You could find two, three, four pools of 1 billion
barrels each, and it could be uneconomic to get it out.

Mr. Surru. That is, of course, one of the great problems in the
frontier areas generally, the expense of removing the oil once it is
discovered.

Senator GRAVEL. Let me say that it was not my intent to embarrass
you, sir, but to make the record abundantly clear about the schizo-
phrenia of this administration, at least in my State, in energy.

Senator Loxa. The thought that occurs to me, is how can we reduce
our dependence on foreign oil.

If you are going to solve the problem, you ought to have enough
drilling equipment. You ought to have enough mining equipment to
enable us to become energy independent.

We have been saddled with this mess for 6 years. I honestly belicve
if we had followed the priorities set by President Nixon in 1973, and
given them time to worL, we would be energy independent today. We
are not going to achieve energy independence if we do not try.

I find it very difficult to think we are going to get out of this trap
by doing anything other than the kind of thing that Americans have
done in times of urgency when they have felt that they have to do
something. My thought would have been that you should have doubled
the activity, doubled it again, doubled it again, up to the point that
you found a way to solve your problem.

Finding cheaper and more effective—atomic energy seems to be on
the back shelf for some time to come.

The policies pursued by this Government, some over my protest,
put more than 50 percent of the independent oil and gas people out
of business prior to the Arab boycott. They had rigs stacked up, just
rusting at tLe time the Arab boycott came. Higher prices on new oil
did put many of those oil rigs back to work. Those were old rigs. They
could not get down deep. They were not efficient for drilling to below
10,000 feet.

The new rigs that have been developed go down to 15,000 feet and
below 15,000 feet to produce new oil. What about them?
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Mr. Ssitea. Mr. Chairman, I do not have a number on the percent-
age of rigs in relation to depth. I can supply that for the record. It is
something that is available.

[The following was subsequently supplied for the record:}

TOTAL ROTARY RIGS AVAILABLE!

Rig depth (fect) 1974 1975 1976 1877 1978
3'0me so?o 33(71) 33‘6) ‘g?) sg) s%)
ercent. ..
6,000 to 9,000 : 9 ) & &8 3
Percent._. .. (28) (29) (29) (25) (2%)
o BT N TN T N S
ercent. ...
L S ST S
ercent.....
16,000 plus. .- - 25 g 498 & &
Peicent. ... @) Q@) @) @3) Qi)
TOA e e eeee e eneens 1,894 2,028 2,204 2,482 2,851

1 Date taken from '‘Annual Rotary Rig Census'’, Drilling-D.C.W.

Mr. SmitH. There has been, of course, a substantial increase in the
number of rigs active, from down about 1,000 in the early 1970’s.
It has gone up to around 2,000 at the moment.

hI think the oil companies project on the side of 2,600 by the end of
the year.

More and more of those rigs are coming on line and are capable of
drilling at depths of 10,000 and 15,000 feet.

Senator Long. The last figures I saw indicated we are getting between
200 and 300 new rigs a year. It seems to me we should be getting 1,000
new rigs a year.

pr?many are we producing now? How many new rigs are we

ettin
€ Mr.gSmTH. I think the 200 to 300 is the range. I think the industry
has stated it has the capacity to produce up to 600 or 700 a year.

The rig producing industry has the capacity, but the people who buy
the rigs determine what the demand is. We believe, of course, as Mr.
Sunley points out, that the President’s program will provide a high
level of incentives for new oil production and will therefore result in
a further increase in the number of active rigs, new rigs of all different
types.

yIn regard to the deep drilling rigs, I think also the fact that the
Natural Gas Policy Act will deregulate gas below 15,000 feet as of the
end of this year will serve as additional substantial incentive for that
kind of activity.

Senator Loxa. In Louisiana, if you want a lease within the 3-mile
boundary, you suggest you would like to bid on it and nominate a
particular area for leasing and advertise it. That usually takes a
couple of months to advertise.

hen, bids are accepted. Usually at the bid opening, bids are
accepted for the areas where there are substantial oflers. The successfull
bidders then apply for and receive a permit about the same day the
bid is accepted. In short order, the successful bidder is drilling away.

Given 90 days, if something is there, the driller would find it or he
would keep right on drilling until he did.

Within a year, he would have the well completed and have the oil
and the gas flowing into the pipeline. WWhen you move out beyond that
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3-mile boundary to see what the Federal Government does, you find
it takes about 6 years to get Earmit,s, do the drilling, and start produc-
ing something that goes in the pipeline.

Vhat progress is being made to reduce that 6 years to something
more like 1 year that is required in Louisiana?

What is the timelag from the time you apply for & lease on the
Continental Shelf and you get that oil or gas in a pipeline to move to
its destination?

Mr. SwrTH. In general, we would agree with your facts—5, 6, or 7
years, in some of the more remote Outer Continental Shelf areas from
the date of leasing to the date of full production.

But from the date of nomination, so to speak, when it is determined
that that area will be leased, I do not know precisely. I think it is on
the order of 3 to 4 years in addition or the 5 or 6.

Senator Lona. It may be 9 or 10 years, from what you are saying.

Mr. SmrtH. Certainly there are substantial leadtimes as we move
farther and farther offshore. -

Senator Long. That would not sound as though much urgency is
bei&g put on the development of energy out there.

Mr. SymitH. The Outer Continenta% Shelf Lands Act was enacted
last year and the Department of Interior could better provide the
detall on this. I believe the effect of that was to somewhat expedite
the leasing Erocess.

Senator Lona. There may be some aspects of that Act that will
justify this, but I swear some of the suggestions that have been made
are pretty ridiculous.

I guess they have finally given up on it but for awhile people at the
Interior Department were trying to require that the water taken out
of the ocean to cool equipment would have to be purer when it went
in the ocean than it was when it came out of the ocean. I was not under
the impression that we were building $2 billion pipe forms out there
the purpose of which was a water purification program, salt water to
fresh water. I thought we were there to get energy.

A great deal of that stuff has been patently ridiculous, involving
tremendous applications of funds for things that are really not very
necessary. I think Senator Gravel would know a lot more about it than
I do, but a great deal of what was done on the environmental aspects
of the Alaskan pipeline ran up the cost to 5 or 10 times what it was
supposed to cost.

A lot of that was really not necessary.

Senator GRaVEL. I estimate about $2 billion more. What is interest-
ing is what the Congress did after that cost overrun on the oil line,
Congress turned around and passed a law that required the Govern-
ment to set the variable rate of equitable return on the gas line. This
is now one of the impediments in getting the gas line built, and which
was occasioned by the Government itself, and admitted to.

The Senator from Wyoming, Senator Wallop.

Senator WaLLor. Thank you, Mr. Chairman.

I have several questions I would like to submit for the record later.

Two things that really trouble me, Mr. Sunley and Ms. Rivlin, both
of you have identified this tax not as an excess profits tax but as an
excise tax. Reading it, I cannot disagree with that.

My question to you is, is it not possible that someone would be
paying that tax even though he were not making a profit of any kind?
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Mr. SunLEY. Senator Wallop, that is possible if the oil is being
produced and sold at controlled prices without profit. The tax, how-
ever, is deductible for Federal income tax purposes.

We should be aware of the considerable difficulties of developing a
true excess profits tax. We have had experience with such taxes.

Senator WaLLor. That was my next question, then. How, when
somebody gathers oil from a collection point, are we not going to
remain in the regulation business because of the difficulty of trying
to identify all of those different years when the oil was found and what
its actual price should have been compared to the price that is allowed
before you get into taxes?

Are you not really putting an enormous regulatory burden on your-
self and retaining a regulatory burden on the industry?

Mr. Suniey. Part of the regulatory burden of controls does con-
tinue as a part of the tax. Ilowever, the whole entitlement program is
wiped out, so we eliminate the complexities of shifting money around.

Senator WaLLop. Maintaining employment in the regulatory
industry?

Mr. SunLEy. By no means, sir.

When we have phased out the upper tier portion of the tax, all
oil will be subject to the windfall profits tax, with the same base
})rice, with the exception of Alaskan North Slope oil that is excluded

rom the tax.
_lIt is pretty easy to identify that. It does not get confused with other
oil.

It is true that until you completely phase out the lower tier and
the upper tiers you do carry over some of the regulatory problems
of controls.

Senator WaLLop. Let me ask you this. If this should happen on
June 1 that prices will establish at the level they should have been
had the escalation been permitted, provided by law and continued on
that trend until October 1, 1981, in accordance with the law, would
producers derive approximately $12 billion of revenue above that
which they would receive if present price trends continued?

Mr. Sy, Yes.

Senator WaLLop. The $12 billion, plus the $5 billion already denied
producers because they did not release that last year either, to allow
the escalation, the total $17 billion compared with the $6.5 billion
you now say is going to producers as a result of deregulation means,
in fact, they are still going to receive approximately $10.5 billion less
than they were led to believe by the Congress and administration
when EPCA wus adopted.

Mr. Smrti. Well

Senator WaLLop. I guess the subsequent question is, can you
characterize that as windfall?

Mr. Surth. Under the act, the administration clearly was invested
with discretion with regard to the amount of price Increases. You
are correct. You can take the theoretical composite price and compare
it with the revenues that are being earned at this particular moment.
Not taking into account the President’s program, there is about a
$5 billion gap. That was due principally to the reduction in inflation
adjustments during a period when the industry had overrun the col-
lections that they were entitled to.
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You are correct. There is roughly a $5 billion gap between what
theoretically would be permitted. There is wide disagreement on
what industry should expect, or did expect, from that.

Senator WaLLor. Would you not agree that it was the intent of
everybody, certainly the belief that people were operating under,
that EP%A authorized price increases would continue? éranted,
there is discretion. Certainly it was the intent that that discretion
would ba judiciously used and not deny this as an option.

Mr. Ssrrh. Clearly, the rate of increase in oil prices has been sub-
stantially higher than inflation. The administration had to take that
into account in determining what level of prices would be permitted
The increases come about because old oil has disappeared at a much
more rapid rate than was originally contemplated.

Arguably, the $5 billion is more than an adequate reserve But, the
administration basically believes that we should start from this
goint forward and provide the proper incentives for new oil pro-

uction.

We do not believe that the $5 billion should be recompensed in any
sense and therefore it should not be taken into account when projecting
what the producers will receive under the President’s program.

Senator WaLLor. Let me conclude by saying that I certainly hope
that the statements that you make are not a reflection of administration
thinking, that there is no realistic way to achieve independence. For
that to go out as the posture of the Government of this country when
we have oil, oil shale, tar sands, coal—we have energy resources in this
country coming out of our ears that we are not using. And for us to say
that there is no way that we could achieve true independence, it just
has to be a discouraging thought to the American people.

Senator Lona. Iati.ini it is fair to make this statement, Senator. I
believe it is safe to say that we are the only enlightened Nation on
Earth that has so much to work with and has done so little work with
it.

Mr. Suniey. If 1 may respond, Senator Wallop, I think it is clear
that this administration, as did the previous administrations, wanted
to achieve energy independence in the sense that we were not over the
barrel with respect to those countries surrounding the Persian Gulf. I
do not think that implied that we would not import some of our
energy needs.

It is true, we want to be in a posture where if there were a new oil
embargo, the whole economy does not shut down. But I think, in that
sense, we are protected.

But I do not believe even the previous administrations, either the
Nixon or the Ford administration, envisioned a world where we would
import no oil.

nator WarLop. I think that they envisioned a world in which we
would not have to import under certain circumstances.

When we are trying to encourage a little bit of production and a
little conservation, the President promised the world, the consumers
of oil, that we would consume 5 percent less in the world market
than we did last year.

If we had just burnt as much coal last year as we did the year be-
fore, that 5-percent goal would have been achieved.

46-559—T79—5
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.

In a country that is going short of energy, for us to go in a decline of
consumption and production of coal because we have so much of it and
fiddle around with windfall taxes and try to tell é)eo le that the $5
billion they otherwise would have gotten under P(g)A is no longer
available to them, that it is all a part of a windfall, it seems to me
that there is no course on which this country is launched, this ad-
ministration or any other one. They do not seem to be tracking a course
of independence. They seem, indeed, to be doing the opposite—a
course of increasing dependence.

Mr. SunLeEY. Mr. Wallop, if I may respond, the President has taken
the very important first step of decontrolling.

Senator WavLLor. 1 agree.

Mr. SunLEY. It has several important benefits. By releasing the
old oil, it gives increased incentive for enhanced recovery necessary
to maintain production in the older fields, possibly increase the produc-
tion for some. I think we are providing a higher price for new oil and
incremental tertiary.

You should not lose sight of the very important effects of the Presi-
dent’s program to decontrol and providing increased incentives to
produce and, at the same time, getting the price paid by American
consumers and industry that use oil up to world price levels,

Senator WarLor. By your own testimony, we are at $5 billion less
of incentives than if it had followed its course—$5 billion less. Then
we are terming that windfall. That is what is distressing.

Thank you, Mr. Chairman.

Senator GraVEL. I will try to measure what that $5 billion means.
I am not satisfied with the macroapproach or the answers you gave.
Let us try to reconstruct this, if we can.

I am using the appendix, table 11. I am not sure, reading those
figures in Mr. Sunley’s table, of the source and use of funds from
1971 through 1977 for oil and gas extraction.

What I am trying to get at, also in Mr. Smith’s charts on page, are
the various mo?::ls, the Sohio, Chase, and so on.

Are these projected E. & D. expenditures holding? What historically
has been done, or is this a projection?

Of course, historically what has been done was producing a decline,
an increase in our dependence. So if we want to increase our independ-
ence, maybe we Wilf)not, get to 100 percent, but maybe we can %o
from 50 percent to 20 percent or 25 percent, and thereby cut it in half.

How much money 1s going to be required to do that? How much
incentive are we providing to do that?

If what we are talking about is treading water, then that obviously
is inadequate, based on the last 5 years’ performance. I am trying to
decipher this from the figures that you have thrown at us. I might
add that you have thrown quite a bit and they seem well oriamzed.

Let us recapitulate. What do our energy needs require right now,
Eer year, in total capital? What additional capital are we going to

ave to provide incentive to improve upon that performence of
production based upon the existing capital getting into it?

Could we try to deal with that macroproblem? .

Mr. Smita. Well, in terms of the capital required to substantially
reduce oil imports, I think that the most fundamental thing that
could happen to further reduce oil imports by 1985, 1990, and perhaps
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in the best of situations, eliminate them entirely by the year 2000
would be a substantial increase in real world oil prices.

While we certainly do not advocate that—it would be counter-
productive in general economic terms—the thing that is going to
motivate industry to produce higher levels of conventional oil and
gas, or for the industry to produce shale oil, higher levels of coal, are
tlille economic incentives that are going to be driven by the world
oil price.

If, indeed, the world oil price does rise, the capital requirements of
the industry for conventional oil and gas will increase. As I pointed
out in my testimony, the cash flow that the industry will derive from
its existing production will substantially increase and eventually
counterbalance that.

The ICF study I referred to did some sensitivity analyses as to
world oil prices, and concluded the cash flow increases would be
commensurate with the increased capital needs from the higher
world oil prices.

But I do not feel, as a practical matter, that the administration can
foresee the ability of the Nation to be entirely free of imports of petro-
leum in the year 2000 at current world oil prices.

Senator GravEL. If we take what you are saying at face value,
then it does not square with the present policy of a windfall profits
tax. The same rhetoric can be use(r if there is a 20-percent increase in
world prices next year. Then you would say there is a windfall over
what happened this year, so let’s take it away.

If you statement 1s correct, there is really no need for a windfall
tax, because that is exactly the device we are using to jet money into
the energy area to produce more energy. But if you call it a windfall
agd must tax it away, you are denying the capital you are talking
about.

You are still not responding to my question. How much money did
we expend in the United States in the search for oil and gas?

_Mr. Samira. For oil and gas, I think Miss Rivlin’s figure is essen-
tlall)t: the same as ours, around $20 billion in exploration and develop-
ment,

Senator GRAVEL. $20 billion is what we expended last year.

Mr. SmiTH. Yes, sir.

Senator GraveL. What do you project is going to be required by
the energy industry this year?

Mr. SmiTH. Our estimate in 1979 dollars is approximately $24 billion.

Senator GRAVEL. They are %oing to have $24 billion this year. That
is with your excess profits tax

Mr. Smrth. This is $24 billion not taking account of the President’s
program. With the President’s program there will be, perhaps, some
slight additional capital needs—above the level projected in the ICKF
report—but the major impact of the President’s program will be to
increase cash flow—not to increase, in the short run E. & D.
expenditures.

nator GRAVEL. No increase at all next year?

Mr. SmitH. Some modest increase for ad)('iitional tertiary recovery
and what have you.

As Mr. Sunley pointed out, the administration’s program does con-
template & major portion of the capital for tertiary recovery projects
to be generated by old oil, free of the windfall taxes, profit tax.
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Senator Graver. How much do you think the windfall profits tax
will take next year? How much will they get next year from industry;
Just next year?

Mr. SunLEY. $500 million.

May I add to what Mr. Smith said? Let us tie in to what Miss
Rivlin said earlier. If you look at the last appendix table in my testi-
mony, you will see our estimates of the agditional oil receipts and
taxes under decontrol, and the windfall profits tax. The first row in
the table shows the gross increase in oil receipts.

Senator GRAVEL. Where?

Mr. SunLEY. Appendix table 14, the very last in the prepared
statement.

The first row in that s&ppendix table shows the gross increase in oil
receipts resulting from decontrol, and the second row shows the de-
ductible cost of induced production.

As I said in my testimony, our estimates do assume that decontrol
will induce additional production. It does affect the amount of en-
hanced recovery and the amount of new drilling.

You will notice, however, in 1979 and 1980, the deductible cost of
the induced production is a fairly small fraction of the gross national
increase in oll receipts.

If you take 1980, the gross increase in oil receipts is $5.8 billion.
Tuduced production is $800 million. By the time Fou get down to 1985,
the increased drilling associated with decontrol is $10 billion of de-
ductible costs out of the $20 billion out of gross receipts.

It has a substantial impact, wé*believe, and we believe that 17 per-
cent of our domestic production then will be as a result of the produc-
tion induced by measures being proposed.

Senator GRAVEL. Would you explain what induced production is?

Mr. SuxLEY. ‘Because of the higher prices which will be permitted
owners of old oil properties and also owners of new oil properties, it
will induce them to make additional investments in enhanced recovery,
secondary or tertiary or new drilling on the new properties.

We do believe decontrol will have a significant impact on the pro-
duction of oil. Also, it will have an impact on the production of alter-
native enelﬁy sources. . .

In Miss Rivlin’s testimony, she criticized the Treasury marginal tax
rate of 40 percent and suggested that the tax rate might be as low as
28 percent. I think this depends a little bit on whether you are com-
garmg the increase in Federal income taxes to the gross oil receipts

efore any of this induced production, in which case, our last two rows
of the table show a decline in that marginal tax rate from 34 percent
to 20 percent in the period 1979 to 1985.

However, if you are comparing the Federal tax rates on the net
receipts after the additional drilling expenses and the cost of the en-
hanced recovery, then the marginal tax rate would be 40 percent. It
differs from 46 percent primarily because of the deductibility of State
and local severance taxes, ad valorem taxes and State income taxes.

There has been some misunderstanding in the press of the marginal
tax rate we have been talking about and what it is being applied to,
and I think there is confusion which spilled over into Miss Rivlin’s
statement.

When we are comparing the same numbers, I think we do not have a
fundamental disagreement in terms of what the tax rate is.
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I think it is very important to examine this table, because it does
demonstrate the size of the production impact which we are estimating
as a result of the higher prices which the decontrol, coupled with the
President’s windfall groﬁts tax, will induce.

Senator GrRaVEL. Thank you.

I would like to yield to Senator Durenberger. ) ]

Senator DuRENBERGER. I wonder, you missed the question which
was very simply stated, or I missed the answer. Can you answer the
chairman’s original question, which was measured in dollars, what are
the capital needs, either year by year to the year 2000 or every 5
years, to make the oil and gas industry of the country domestically
self-sufficient, or is it in the table? i

Mr. Syirn. Appendix E of my testimony illustrates through 1985.
We have not, for this purpose, attempted to take it beyond 1985,
although one would expect we would continue at constant levels,

Senator GRAVEL. Appendix E?

Mr. SmiTH. Appendix E.

Through 1985, $204 billion; 1978 to 1985. If you exclude 1978, that
already has occurred, obviously; the total would be on the order of
$180 billion. .

We projected E. & D. capital needs under constant old oil prices,
and without the President’s program. As I indicate, with the Presi-
dent’s program or with rising oil prices then both the capital require-
ments of the industry would be projected to increase to levels higher
than are illustrated here. But those cost increases would be essentially
offset in terms of the net capital needs of the industry, by the increases:
in cash flow that would come out as a result of increases in oil prices..

So that we believe, with a reasonable degree of confidence, one can
project. through 1985 that whatever happens to world oil prices that.
the cash flow position of the industry is g_oing to be adequate to meet.
the exploration and devel%pment expenditure requirements.

Senator GRAVEL. If the Senator would yield, what you are saying is-
meet the requirements? The requirements for what? A declining line:
and a greater foreign dependency. That is what the present require~
ments are. We are trying to alter those requirements.

Suppose, rather than this $204 billion, we spent $408 billion. What
doyou groj ect will be our foreign dependency if we double our capital?

Mr. Smrrh. If it were assumed that the industry would double its
expenditures, it would be expected that the 1985 production estimate
would be on the order of 30 to 40 percent higher than what we pro-
ject, and we would have a very significantly lesser dependence on
foreign imports.

But I think the basic point that my testimong tries to make, the
basic position of the administration, and I think of the other witnesses
who appeared before you today, is that the industry is going to be
able to raise the capital that it needs in relation to the price of petro-
leum that it foresees. And if the price goes up, the capital require-
ments go u(f, and so does cash flow. And these move along essentially
In step, and there is no reason to foresee that the oil and gas industry
and the conventional production aspect of its operations will be short
of capital under the President’s program with the windfall profits tax.

Senator Lona. It seems to me what you are saying here is under your
program, the industry can raise enough money to stay at the mercy
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of the Arabs as long as you expect to be in government, which may
not be very long.

At one time, we had a plan which I thought made some sense. I
admit some of the free traders did not like it. We put an amendment
on a bill here in committee that said, because of national defense
requirements, we will try to maintain our abilitv to produce our re-
quirements of an essential item. It was clear that energy was an
essential item under the terms of that amendment, and everybody
understcod what that meant.

A4 one point, the President pretty well agreed that fair administra-
tion of that would have us producing about 87 percent of our annual
requirements and we would be importing the other 13 percent. Those
are rough figures; they may be off somewhat.

So the free traders Jid not like it. They said we could buy it cheaper
from the Arabs and, yes, we could. So they managed to get first one
little loophole, then another to that law. Before they managed to do
all of that, we were hit with the boycott at the time of the Suez crisis
and the boycott did not work. All the United States did was open up
its wells, just turn on the valves, turn on the pumps. Not only were we
able to take care of the United States, we were able to fill in the short-
fall for the whole world.

So the boycott did not work. Of course, then the free traders had
their way and got us more and more dependent on foreign energy
supplies. They said the boycott could not be made to work. So they
had & chance to prove their point.

If you look at what we have faced since that time, I submit that any
careful study would indicate that it would have been a great deal
cheaper to Ka.ve maintained the energy-producing capacity of this
Nation. Did it ever occur to you that you people are flirting with the
survival of freedom in this Nation and on t?)is planet with the kind of
policy you are pursuing that leaves us at the mercy of the Arabs and
.the Middle East, which is a veri uncertain source of enex%]y?

Does it occur to you that you have put the Congress in the position
‘to put the squeeze on the energy supplies of the whole free world and
to twist until it is no longer a free world? Has that occurred to you?

Mr. SunLEY. Mr. Chairman, I really must disagree with that state-
ment. It is quite clear that the President, by decontrolling, is doin,
essentially what you think should be done. The real fundamenta
issue, then, it seems to me, between you and the administration
relates to what happens if the OPEC nations substantially increase,
possibly quadruple oil prices.

Again, do we want those increased producer revenues to go to the

roducers as a windfall or do we want to say that revenues from those
E.'mds of OPEC price increases, more rapid than our inflation rate,
should be shared by the American people? I think that is the funda-
mental issue over the windfall profits tax.

Are we prepared to decontrol our oil prices so that the price received
by our producers is determined by a cartel totally unrelated to
competitive market forces? To ask the American consumer to pay that
price to domestic producers, whatever the OPEC cartel says? and to
permit all that increased revenue, all that increased rent, to go to
producers and royalty holders? or should some of it go to the Govern-
ment to help finance those kinds of energ?' ﬁmjecgs which we think
are important, such as the development of shale cil or otherwise.
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Senator LoNa. Let us compare this mess today, this continuing
mess in energy, to what happened in sugar. There was a crop failure
in Europe. Bad weather killed off the sugar beets so the world price
for sugar went sky high, above 60 cents a pound. If this Nation had
not been so busy with the energy problem, we undoubtedly could
have done something about sugar, but it was too busy working on
energy, so the sugar price went way uBand people made a lot of money.
What did they do with the money? Did they put it right back in the
same business they were in? All the people in that business who had
some money bought new equipment, cleared some new land, planted
new sugar and so did everybody else around the world, so the next
vear the price went back down to what was a very reasonable price.

he next year the surplus was so great it went down to a ridiculously
cheap price, so sugar (Froducers had to come in and beg the Govern-
ment to save their in ustr?' from being wiped out.

We have a big surplus of sugar. We could export sugar—we are not
exporting sugar, but if we had to do it, we sure could expand and export
it, because we have the potential.

I am inclined to think if the Government had not been so busy
looking after the energy problem instead of the sugar problem, we
would have had an excess of energy. The Government rolled back the
price, doubled the tax rate, and wound the industry up in so much
redtape it could not move. That is basically what the Government
program has been.

It would seem to me that the first order of business should be, if
You ever want to solve the problem—and one wonders if this adminis-
tration, or anybody around here has the capability to do it—but if
you want to solve it, the first order of business should be to make it
more profitable to produce energy than it is to produce anﬁthing else.
Also energy shoulg be given a priority above some of these rather
strange things that we have seen in other respects.

In the main, I am thinking of some of the environmental restrictions
that have been proposed. The Secretarg of Ener%y goes with the
Secretary of the Interior to talk to the President. They have a con-
frontation in the oval office. What do you reckon happens? The Secre-
tary of Energy gets whipped. The next time the Secretary of Ene
has another confrontation. I assume there will be another victory for
the Secretary of the Interior.

What monument do they have up there in Alaska that we have
made sacred now by declaring this area to be a national monument?

Senator GrAVEL. Fifty-six million acres, 10 million sedimentary
basin, another 30 million which is blocked from possible use.

Senator Long. What is the historical monument you have up there?

Senator GRAVEL. The reason for the Antiquities Act is for historio
and scientific values. I think any reasonable person examining this
cannot find 56 million acres of historic and scientific value.

Senator Long. I thought there was an Indian totem pole up there.
That is kind of thing one has to wonder about when you say where
are our priorities. Why do we not put energy production at the top of
the list‘? We have to recongize that if we lose our freedom, other
nations will lose theirs. If we fail to provide leadership, if we project
an image around the world that we are a big, fat glutton, who will not
do anything to control his appetite or go to work or make sacrifices to
solve the problem, we will have failed the entire free world.
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Can you tell us that under your program the energy industry is
going to be more profitable than any other industry?

r. SUNLEY. In my testimony we reviewed the profitability figures
of the oil industry in recent years. We have seen a substantial rise in
their profitability, their rate of return on equity or their rate of return
on total assets.

It is true, as I pointed out in my joint testimony earlier, Mr. Chair-
man, that that rise in profitability began from a very low base.

There are a lot of problems with that statistically. Nevertheless, the
rates of return earned by oil companies are essentially the same as that
being earned by other industries.

Senator LoNa. You say from a low base. At the time the Arabs put
the boycott on, our starting point was half the domestic producers
had been put out of business and the other half was going out of busi-
ness. I hope we are not going to use that as the base from which to
start.

If you want to become energy independent you need to make it
more profitable to produce energy in the United States than to do
an’yl"thmg else you might be considering putting your money into.

hat is the way to attract more capital. You cannot borrow the
money to finance risky energy exploration projects, if it is more
profitable to go into other industries.

I guess you know, that, it is not regarded as good banking practice
to loan money for a wildcat well, a discovery well. I guess you know
that, do you not?

Mr. SunLEY. The oil industry corporations——

Senator Lona. My understanding is that it is not a bankable loan
to loan money to drill wildcat wells.

Mr. SunLEY. I believe that is essentially correct, Mr. Long. The
oil industry has other types of financing arrangements and over-
riding royalties, et cetera, which often take on the aspect of debt.

I agree, though, in general, you do not get bank loans to finance a
wildcat well.

Senator LoNa. You have your chart here. You make an important
point, Mr. Smith, that the amount of energy you get for a foot drilled
1s declining. That is because you have to drill deeper; that is the main
reason.

Mr. SmitH. And smaller reservoirs.

Senator Lona. That is the recent experience. Drilling has to go
deeper. Is that not right? .

r. SmitH. Part deeper, part declining qualn(tly_of_ resource base on a
continual curve, part of it more developmental drilling in recent years.

Senator Lonag. You see, you have enough energy in fossil fuel to
last you at least 300 years. We have to apply the capital to the re-
sources. If we apply the capital to the resources we may be able to
meet all our energy needs with fossil fuels alone.

It may be desirable to use more solar or more geothermal energy
and all kinds of things later on. But, for the foreseeable future, given
what we know at this moment, the thing to do is to apply existing
technology and the money we have to our resources, and there is the

answer, \
If that much money will not do it, then you ought to put more.
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Mr. Smite. The money has to be put on the front end in a place:
where the industry can expect to receive it in terms of & return on
its investment.

As I indicated, risin% oil prices over the past few years have con--
tributed to a greater level of exploration and development in the
industry; no question about that. The shale oil tax credit the adminis-
tration has proposed would subsidize shale oil production for a period
of time, answering some serious environmental and economic
questions,

Senator LonNa. Let me ask you this. In writing this policy, was any
effort made by the President or by someone close to the President, or -
the Secretary of Treasury, to get the producers of oil and gas and
coal, and say, how long would 1t take you people to give us energy -
independence? What would it take to do it?

as that done?

Mr. SmitH. To my knowledge, no, sir, but I think the answer from .
the industry has been continuousl}}: in the past several years, decontrol
of oil and gas, and it is precisely what the President has proposed to do.

hSe;mtor Lona. They have not advocated this particular tax, have -
they

Senator GrRaVEL. No. In fact, one company said, keep the controls .
on; keep the taxes off.

Senator Lona. Has this ever been submitted to the industry, here -
is what we are thinking about doing; we would like to have your-
comments? Was that done?

Mr. SunLeY. Mr. Chairman, there were & nuraber of meetings be- -
tween administration officials and the industry, both the representa-
tives of the large, integrated oil companies and the independents, .
several separate meetings. Since then, there has been considerable
consultation at the staff level over a lot of the basic underlying data
which we presented in our testimony. .

I would say that the industry has had a number of opportunities -
to come in and talk to the administration before the President’s speech
on April 5 and again during the period after his sg)eech and during -
the period when technical details of the windfall profits tax were made
avaiiable to Congress.

Senator LoNa. My impression was that both the major companies -
and independents indicated they wanted to discuss this program, and
they were not heard, that there was no meeting to discuss it. Is that
right or wrong? )

Mr. SunLEY. I am afraid I do not know their counsel to the Presi- -
dent. I do know of the meetings I sat in. There were substantial
meetings with high administration officials discussing this program
with the President.

Senator GRAVEL. Senator Dole. .

Senator DoLe. The President has criticized energy companies for-
buying nonenergy assets—like & well-known department store. The
President’s proposal allows oil companies to retain, as I understand,
with no strings attached, a portion of the decontrol revenues. Are
they going to be permitted to use this new money to acquire & non-
en%r(gy asset, to %8 out and buy a golf course or a department store?

r. SuNLEY. We would hope that is not what they would use the-
money for.
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Senator DoLE. Is there anything that indicates the money will not
be used in this fashion. The President in every public denunciation
of the oil industry has cited this example as one of the horror stories.

Mr. SunLEY. The President has not recommended tying the condi-
tional after-tax income which the oil industry will receive from decon-
trol and the windfall profits tax to the way the money might be used.

Senator DoLe. The industry could use the revenue to buy a depart-
ment store. They could use it to explore for energy outside the United
States. Any prohibition on that?

Mr. SuNLEY. In the President’s program, there was not a prohibi-
tion on that. I think that would be an interference with the market
system; to tie each dollar in in that sort of way would be very
undesirable.

Senator DoLE. There must be some reason for saying the industry
has been doing these things. Maybe it is just a hope they will not
acquire anything but energy assets.

ou would not favor a system that would require the new money
be spent for energy? '

r. SunLEY. I would like the money to be ?ent for energy sources,
but I would not want to require it. You provide more incentive for an
industry if you do not require the additional funds be used for particu-
lar purposes.

Senator DoLE. Is this the reason for the opposition to the so-
called plowback provision?

Mr. SuNLEY. Essentially. If I may respond to that, there are two
possibilities if you have a plowback type of provision. First, you have
the plowback, a set of qualified expenditures that you can make and
therefore reduce your windfall tax liability. If qualified expenditures
are defined broad i;’ every Producer will be making sufficient expendi-
tures to eliminate his windfall profits tax; to do something like that is
-essentially to make the tax a sham.

Senator DoLE. Is it a windfall profits tax, or an excise tax? .

Mr. SunLEY. It is an excise tax designed to catch the windfall
profits that will accrue to the industry as a result of decontrol. It is
not technically a profits tax, and it is not based on a measure of the
rate of return on their previous assets or the average of their income
over the past 3 or 4 years.

I think no one is suggesting that we should go back to the morass
of the World War II and the Korean war excess profits taxes. It is
hard enough to applgr such taxes to manufacturing industry; with
respect to the oil industry, it is practically impossible, totally un-
workable,

I think the excise tax that the President has proposed will capture
those kinds of windfalls that we would anticipate would accrue to
royalty owners and producers and do it in a way that we can admin-
ister and which will be understandable to the industry.

Senator DoLk. I think it is good to recognize your proposal is an
excise tax. Saying we are going to impose an excise tax may not have
the same connotation before & microphone.

But, when you talk about a “windfall profits tax,” that really is
a bell ringer.

Mr. SunLEY. I believe Mr. Nixon used the same term. It is an old
term.
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Senator Dore. He is no longer with us. He is not here anymore.
‘We cannot blame him for anything now.

Mr. SuNLEY. It is also, I understand, very similar to the windfall
profits tax that your finance committee passed in 1975.

Senator Lona. I do not suggest they were all accurate; I just want
2you to be accurate, because you are nonpartisan, and some of us are
100, but there are some who are not.

What I think the bottom line is, I assume there will be some sort
‘of tax, excise tax or whatever. Maybe that is necessary. I assume the
reason these oil companies that apparently profit so much go out and
buy other assets is because they can make more profit on nonene
assets than in energy. That is why I am wondering why you would
not want them to stick to energy.

Mr. SunLEY. In 1977, as I pointed out in my statement, the industry
-spent about $700 million in cash to acquire investments in other

rms. That represented between 1 percent and 2 percent of their
total funds.

To go back to 1974, 1975, then you are talking about substantially
‘more money spent to acquire other S.

Senator DoLE. In 1982 the tax would be $6 billion? :

Mr. SunLeEY. The additional income that would accrue to the
industry?

Senator DoLE. The amount of the taxed.

b.lll\_/.[r. SunLEY. After tax, the increment first 3 years is nearly $6
‘billion,

Senator Dovre. That is the amount of tax?

Mr, SunLEY. The amount of after-tax receipts by the oil industry
.and the royalty holders.

Senator DoLE. The net. Under the President’s excise tax how much
revenue is raised by the tax?

Mr. SunLeY. In 1980, the first year in which the tax is in effect, the
-split is $200 million from the lower tier portion of the tax and about
:$550 million from the upper tier portion.

Senator DoLE. Is there a big jump in revenue after the decontrol
-ends in 19817

Mr. SunLEY. The lower tier portion of the tax Ehases out, as you
know, by 1983. The amount of revenue raised by using the base
price of ﬂ)wer tier oil, is $200 million in 1980, $850 million approxi-
mately in 1981, $880 million in 1982, and $70 million in 1983; zero
after that.

Senator DoLe. No more questions, Mr. Chairman. Thank you.

‘Senator GRAVEL. Senator Durenberger? o

Senator DURENBERGER. I have a whole stock of very significant
questions, but I would like to submit them in writing. One that ties in
with the response to my first question, I think that Mr. Smith indi-
cated his understanding of table E was a constant world price. I
wonder if Treasury has projections of what the world price of oil
will be after controls, on and after, and what their expectations are
about the United States trying to sell at the world price at that point?

Mr. SuniEY. I think it is impossible to make a projection of the
future world price of oil. That is why, for purposes of our analysis of
the windfall profits tax we assumed two cases. The base case essentiall
assumes the OPEC price rises with inflation; there is no real OPE
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rice increase. This allows us to determine how much revenue we would.
ge etting from the lower tier and ugper tierlfportions of that tax.

e also estimated what would happen if there were a 3-percent
per year real increase in the OPEC price, and that gives us a different.
projection of how much revenue we would get. ) .

So obviously, as an administration, we have some difficulty in-
making a roEJ:ection here, because it gets very close to endorsing a.
price for OPEC. Obviously, we do not favor increases in the real
price of oil. That price is essentially set by cartel; it is not & com-
petitive price.

Yet many fear that over the next several years there will probably,.
in fact, be real OPEC price increases. How Kigh, I do not know.

Senator DURENBERGER. Is it safe to assume that the administration.
assumes that U.S. oil producers after controls are gone will sell at the-
world price, whatever it is?

Mr. SuNLEY. Yes. The price paid by refiners, first (f_urchasers, and
eventually the price that is reflected in the oil consumed in this country
will reflect the OPEC price, the world market price.

I think that is very important, if we are going to get adequate
conservation and adequate incentives for production.

Senator GRAVEL. Senator Baucus?

Senator Baucus. Thank you, Mr. Chairman. I apologize for being
late. I just have a couple of questions.

No. 1, is not the basic assumption of the administration Proposal
that by phased regulation—and, mind you, some sort of profits.
tax—that the company will become more self-sufficient in energy
production?

Mr. SunLeY. That is correct. We anticipate that the higher oil
prices will have a production response, and we did look at the esti-
mates that the administration assumes which were given in one of
my appendix tables. We also assume that the higher prices will
result in conservation of energy, that people will use less oil as & result
of the higher prices.

Senator Baucus. Following up on Senator Dole’s question, it seems.
to me that the basic proposal is a little obscure. It is glancing at the:
problem, rather than a direct hit.

If there are no prohibitions against using the additional revenue to-
invest in nonproducing investments, that, to me, is an indication that
perhpas this is not aimed directly at the heart of the problem. I am
Just curious, if you would expand a little bit more fully why in your
judgment, the administration’s judgment, does it make more sense
to put on some kind of restrictions on the use of the additional reve-
nue? What nature of investment, domestic or foreign?

I think, from your earlier testimony, certainly from the adminis-
tration’s testimony, I think most Americans agree that we have a
serious problem facing us. I am just a little curious as to why the
proposal is not more directly aimed at the heart of the problem.

Mr. SunLEY. In responding to Senator Dole, I started to explain
our problem with the plowback kinds of provisions. On the one hand,
you can end up with such broad definitions that eve gl;gducer will
clearly make sufficient investments in the right sort of things so that
they will not have any windfall profits tax; they are out from under
it. Then you have a tax that is essentially a sham. I do not think
that that is what the American people want.
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Alternatively, one can define the investments that qualify for
plowback very narrowly. We may say refining capacity does not
-count, pipelines do not count, development wells do not count. It is
-only exploratory wells that qualify. Then only expenditures in excess
of what you spent in the past 3 or 4 years, something of that sort.

But once we begin to try to define the qualified expenditures that
narrowly, we create tremendous distortions in the investments of the
oil industry as between what is good investment and what is bad
investment.

Not only that, but with respect to the good investments, we dis-
criminate against any new entrant into the industry. If I am now in
the industry and have these windfall profits, therefore I get a tre-
mendous investment subsidy, 50 cents on the dollar in most of the
plowback proposals I have seen, if I go ahead and make additional
investments.

If I do not presently own controlled oil but wish to invest my funds
in oil and make my contribution to the Nation’s energy supply, I do
not get that subsidy. Plowback becomes an anticompetitive factor.

It is my understanding that some Members of the House have sug-
gested they would support the President’s windfall profits tax, but
that only 50 percent must be paid, the second 50 percent, if you will,
be eligible for some kind of a plowback. Essentially, a 100-percent
‘windfall profits tax would be imposed, but a producer might keep half
if he makes approved investments.

Senator Baucus. Do you support that?

Mr. SunLey. We are looking at it. We have serious reservations
.about plowback.

Senator Baucus. If you are looking at it, why do you not take a
look at some other proposal, Eerhaps somewhere along the lines that
‘Senator Dole suggested, some limitation or some proposal that directly
goes to the heart of encouraging greater American production?

It seems to me if we deregulate and that is the end of it, then the
money can be spent in a whole host of areas, a whole host of ways, and

-where are we and what have we accomplished?

Mr. SunLeY. You are talking about a theoretical possibility?

Senator Baucus. That is correct.

Mr. SunLeEY. You are right. In 1974 and 1975, the industry spent
-a good portion of their total sources of funds to acquire other com-

anies but as I said, we have serious doubts that the Government
ows absolutely best in every instance what the industry shruld
spend its funds on.

I think it would be unadvisable to start down that path, that the
Government determine the investment of not only this industry, but
possibly additional industries, as well.

Senator Baucus. I think that is right, but certainly this is an age
when government is being asked to back off. I would just think that
the agministration could more compassionately think up a whole
series of various proposals, at least for the sake of common purpose,
both down there and on the Hill, to find some solution that strggs 8
balance between excessive regulations, which we do not want, and yet,

- on the other hand, trying to fashion a proposal that more directly
. goes to the heart of the problem.

What percentage increase in domestic production do you project
- with the administration’s proposal?
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Mr. SunLey. We are projecting that in 1985 the additional pro-~
duction that results from decontrol will represent 17 percent of the
total domestic production. This increment includes both additional
tertiary production resulting from administrative actions and the
new primary and additional secondary production from old fields.
Induced production starts off very low-—1 percent in 1980, increasing
to 4.6 percent in 1981, a steady rise in even steps—so we expect
that in 1985 about 17 percent of domestic production will be induced.

Senator Baucus. Seventeen percent increase?

Mr. SuniLeY. Twenty percent of base case production or 17 percent.
of the total is represented by the induced production.

Senator Bavcus. What increased foreign production do you project?”

Mr. SuniLEY. Domestic decontrol should not have an impact on
foreign output. We do not have an estimate of that. The cartel will
control production to affect the price received.

Senator Baucus. But it is additional revenue that may be used
for production, is it not?

Mr. SuniLey. The place they will have improvements in their re-.
turns is with respect to domestic investment, not foreign investment..

Senator Baucus. Thank Xou very much.

Senator GRAVEL. I would like to pursue that. Seventeen percent
would be about 1,500,000 barrels per day increase?

Mr. Suncey. The additional production in 1985 would be about
1.6 million barrels per day.

Mr. GraveL. That is how much money? How much money does
it cost us to get to that? How much money additionally are you
throwing into capital markets, just dollars? Round it off.

Mr. Sunrey. 1 do not know what you are asking.

Senator GraveL. How much money, additional wells, are you throw--
ing into the energy area as a result of decontrol to get that 17-percent
increase?

Mr. SunLeY. I assume you mean the net increase on oil company -
receipts before taxes?

Senator GRAVEL. Yes. Gross capital.

Mr. SunLEY. Let me see.

Senator GRAVEL. Not receipts, the new capital they are getting..
We were settling on this figure of $20 billion a year.

Mr. SunLEY. We are assuming in the period 1979-85 that the de- .
lc)?llf'trOI program will lead to an increased cost of production of $28.9

illion.

Row 2 of the last appendix table of my testimony, appendix table
14, I believe——

Senator GrAVEL. So with $28 billion more, in round figures, we get
a 17-percent increase. This is about 1.6 million per day and today’s
production is what, 9 million?

Mr. SuxLEY. 8.7 million.

Senator GRAVEL. So if we took an additional $5 or $6 billion that
you insist is excess profits and add that, what would that now translate
out to in increased oil production? Let’s say $6 billion?

Mr. SunLeY. I am not certain. I do not share the view that it is
cash flow that determines investment. I think that it is the rate of -
return that you can earn that is likely to stimulate investment.

Senator GRAVEL. That is fine if you are talking about external
financing and other things. Looking at just plain dollars, if we took the -
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$6 billion that you are going to take in tax and redistribute it in our
society and you left that $6 billion there, it has got to give you more
oil coming out, if you require that it be spent, if you had a plowback
requirement.

r. SUNLEY. It may very likely be the case, Mr. Chairman, that we
will get increased oil by using some of those funds to fund shale oil
deve ogment and other energy research projects that the President
has endorsed as a part of the energy security fund. But I do not have
tﬁe actual number you were looking for. We do not have a number for
that.

Senator GrAVEL. Let's say 400,000 barrels a day more. Why would
we set up a policy when we recognize that we have dependency that
we are trying to change and then come in and say we are for deregula-
tion but, at the same time, we want to deny the capital that would be a
product of that deregulation going to industry and raising our produc-
tive capacity?

It does not make any sense to me. I can pose the question another

way.

gupposing next year you deregulate oil. After it is deregulated and
you have your excess profits tax on to recapture, OPEC raises its oil
one year to $20 a barrel. Are you going to come back in and say that is
now excess profits and we have to tax that?

The logic would seem to be consistent.

Mr. SunveY. The third tier, or the President’s windfall profits tax,
is a permanent tier. It is designed to capture just that kind of windfall
that you have described.

Senator GRAVEL. That takes place in the future?

Mr. Suniey. That is quite right.

Senator GRAVEL. How does that go with Mr. Smith’s statement a
little while ago that we get more capital into the oil business?

Mr. SmiTH, I do not intend to say that the national interests will be
served. I said that that would be one way in which we might ultimately
foresee energy independence.

But no, as I indicated, I think a substantial increase in the price of
oil would be very detrimental to our domestic economy.

Senator GRAVEL. What is the anticipated growth between now and
1985 on consumption of oil?

Mr. SMiTH. Tﬁe total consumption of oil in 1985 is estimated to be
slightly higher than it was in 1978, as I recall.

enator GRAVEL. What is slightly higher?

Mr. SmitH, Something on the order of 1 million barrels a day, or
less, if I recall. That is ﬁrincipall due to the fact that there will be
higher prices on the one hand, and also the fact that these mandatory
controls on automobile mileage will become r%ressively more and
more effective during the course of that perio£ ere it not for higher
prices and other conservation measures, we would project oil demand
to rise considerably over the years.

Senator GRAVEL. Supposing we just take an average. We cannot
say how high it will rise, but %ou say a floor is 1 million a day. Sup-
posing it is 1.6 million & day. Then the program you are offering Con-
gress 1s merely treading water. Is that a fair statement?

Mr. SmitH. I think any program aimed at increasing oil production
in the United States can do little more than tread water between now
and 1985. Beyond 1985-90 it seems to me that the tertiary recovery
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incentives of the program will result in very substantial, additional
increases, on the order of two to three times what you experienced in
1985. It is a continually growing increment. The program of decontrols,
as opposed to the continuation of controls, does result in very sub-
stantial differentials added on in later years.

If one could envision controis—

Senator GRAVEL. What would happen in later years ii you replaced
the excess profits tax to recoup any radical price increases? Where is
the money going to come from to bring about with this great increase
that you are predicting?

Mr. Smith. Each dollar of increase in profits as a result of future
oil price increases, the producer will receive essentially 60 percent of
that after the windfall profits tax. There are, as we indicated, delays
in the industry’s rate of development that are inevitable if the pro-
ducer can foresee rising world prices, even with the windfall profts
tax there would be a more than adequate incentive.

At some theoretical level out there, many years in the future, one
could foresee that the windfall profits tax would have a dampening
impact of substantial magnitude, but Congress can revisit that issue,
in the future, in the event that we do have such substantial world oil
price increases. -

Senator GRAVEL. What is the difference between a windfall profit
and an inventory profit?

Mr. SunLEY. I would say if you look at the first quarter earnings of
some of the oil companies, reports have been coming in.~They are
showing substantial inventory profits. Partly it explains why their
profits are so high in the first quarter of this year as compared-with
the first quarter of last year. .

When the world price goes ug, that is almost immediately flowed
through to the gas pump and the heating oil bills, but the major oil
companies that may have acquired supplies at the well-head have
substantial quantities of oil in the pipeline, literally and figuratively,
which they acquired at the old price, and which they sell at the higher
world price. For companies which do not use LIFO methods, this
causes a substantial increase in inventory profits when there is a one-
time jump in raw materials prices.

That is not the kind of profits that we are intending to capture with
the windfall profits tax which relate to the increase in producer and
royalty owner income which will result from decontrol of lower and
upper tier oil and also from any future real OPEC price increases.

nator GRAVEL. Would it not be fair to say, if you are going to stay
in business and you have oil, let us say at $5 a barrel, and you can now
sell it for $15 a barrel, there is apparent windfall; but if you have to
replace it at $10 a barrel, you have a different Problem altogether?
. In other words, the oil companies have to replace the oil itself. That
is what you are projecting. )

Mr. SuNLEY. fwould suggest that, with respect to the replacement
oil, that the oil companies should be in the same position as anyone
else in makinf those additional investments, and that is to say you
look to your future returns to justify your current investment, your
current mnvestment outlays.

If to replace oil costs $10 in the future, and the present value of
expected future income is less than $10, you will not make that invest-
ment. That should be the same in the o1l industry as for anybody else
considering investing in exploration and development.
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Senator Graver. That would not be entirely so if you were talking
about cash return earnings as a way to go out and ex'Y‘lore for oil. You
cannot finance exploration with external sources. They can barely
finance transportation with external sources. Internal sources is where
you get the money to go and drill for il in the speculative areas.

If they do not have the money to go out and do that exploration
from retained earnings, then how can they expand their exploratory
effort beyond what fresently exists? .

Mr. SunLEY. As I said, in recent years, the oil and gas extraction
industry has been spending more on investment than their cash flow.
That investment includes more than just exploration and development.

Senator GRAVEL. Maybe like Alaska, when you found something
and it cost considerably more to %o ahead and exploit what you have
found than what you had before. In that situation you can go out and
project greater debt. The oil ns(ifeline in Alaska is a classic example of
it. But you still have not addressed yourself to increasing retained
earninfs s0 that they will have the money to go out and do the very
difficult task of looking for oil and gas, which they cannot finance from
internal sources. That is where the profits come in. .

Teaving the excess profits in the oil companies, how much higher
would they be in com;lmrison to average manufacturing? Have you
made any projections, like next year and the year after? They were
about a point below manufacturing. How much higher would they be,
looking at total operation? .

Mr. SunLEY. I have not done that calculation.

Senator GRAVEL. Could I ask that you do it for the record and
submit it to us before Friday so we can have an idea as to what would
be involved?

I do not want to hold you any further during the lunch hour. Just
let me ask a question.

You do that computation, and do a computation based upon the
capital requirements charted out of what has been used for the last
5 years, what is projected for the capital needs for the next 5 years at
existing production levels and increasing production by 25 percent,
then 50 percent. L

Mr. SunLEY. Mr. Gravel, those are very complicated projections
to try to make. I cannot really guarantee that we can have them by
Friday. We will move expeditiously on them. ‘

- Senator GRAVEL. I think you know what I am driving at. If we are

going to try to change the existing picture of our situation, then we
need capital. If we are talking in sums of $50 billion to $100 billion in
order to make an imporvement and the Government is trying to hang
on to $5 billion of it under the rhetoric of doing something for the
American peogle, I think that we might see that effort as somewhat
miniscule in the context of the total policy.

I would like to have some figures that will prove or disprove that.
Fair enough?

Mr. SunLey. It is quite fair. We will try to take a look at it.

[The material to be furnished follows:)

There is no apparent way to predict how much more investment in oil and gas
productive capacity would occur, and what is more important, how much net
additional production this would provide, if the windfall profits tax is not imposed.
However, reference to recent history affords some support for the judgment that
the impact of relief from the proposed tax would be negligible.

46-559 0 ~ 79 - 6
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First, Appendix Table XI shows that in the years 1973 and 1974, when the
world price of oil was rising sharply, oil comspanies experienced annual increases
in cash flow from operations approximately 50 percent. Yet, as I noted on p. 19
of my statement, those were years in which capital outlai\;s y the oil companies
did not keep pace with increased cash flow. Those were also years in which ‘“‘new
oil” was decontrolled.

Second, the estimates of domestic exploration and development expenditures
shown on p. 21 of my statement also show there are restraints on rational in-
creases in investment expenditure. Although there were big increases in bonuses
paid and other land acquisition costs in those years, mainly reflecting an accelera-
tion of Federal lease auctions, there were only modest increases in expenditures
for the drilling and equipping of wells. Expansion of the numbers of drilling rigs
and crews does not occur instantaneously, nor does the capacity of oil filed sup-
pliers. Therefore, rational investors in oil and gas fields gear their investment
programs to a scheduling of drillin% and oil fleld services that can be accomplished
at ﬂpricee they believe reflective of long-run conditions; they avoid incurring costs
inflated by short-term over-utilization of existing capacity.

In sum, investment programs are not geared to short-term variations in cash
flow. Investment programs are ¢atablished on the basis of long-run capital bud-
gets which include both expected cash flow and costs. Under the Administration’s

econtrol and tax program, we believe we have provided for a reasonable balanced
between incentives to invest and the capacity of S\:Pporting industries given the
likely availability of ‘prospects to explore andfor develop. Further increases in
cash-flow seem unlikely to yield commensurate increases in productive capacity.
As in the past, excessive cash flows are likely to be devoted to investments in,
and acquisition of, nonoil activities,

Senator GRAVEL. Are there any further questions?
Thenk you very much. You have been very patient.
[The following was subsequently supplied for the record:)

DEPARTMENT OF THE TREASURY,
Washington, D.C., June 8, 1979.
Hon. MIkE GRAVEL,
Chairman, Ermgy and Foundations Subcommillee on Finance,
Dirksen Senate Office Building, Washington, D.C.

DxarR MR. CHAIRMAN: This is in response to your letter of May 17 enclosing a
list of 26 questions relating to my testimony before the Subcommittee on May 7.
Additionally, your cover letter raised two more questions. With regard to the
first, we are unable to estimate the comparative impacts on oil company rates of
return of oil price deregulation, with and without windfall profits taxation,
1979-1990, for the following four reasons:

(1) The increase in gross income that might be experienced under deregulation
by any of the 87 companies whose financial data are summarized in the tables
accompanying my testimony obviously depends on the quantities of lower and
ug)jper tier oil in which each has an economic interest. To the best of my knowledge,
this is not ascertainable from information maintained by DOE; their files show
only the “producer’’ from whom controlled oil has been purchased. Normally, the
term “producer’ refers to the entity that holds the operating interest in a property;
invariably, the operator’s share of the oil transferred is fractional, of a magnitude
that depends on the number and size of royalty interests in the property he
operates and, if the operation is a joint venture, on the size of other partners’
shares. I know no other method than a survey of each corporation in the Compu-
stat sample to determine the extent of each oil company’s net ownership of lower
and upf;er tier oil,

(2) If company assignments of present quantitics of controlled oil could be
established, it then would be necessary to establish, for each company’s aggregate
interests in such oil, the expected decline rate so that both J)roduction subject to
properties could be
ascertained. Again, I know of no other method than a survey by which to deter-
mine these decline rates.

(3) If both the foregoing sets of information were at hand by which tc estimate
each company’s increment of gross income from deregulation and windfall profits
tax liability, it would then be necessary to determine company net (after iax)
income, For this, one would need to know amounts that would be taken by states
with ad valorem severance taxes, amounts that would be paid to states with income
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taxes, increments to lifting costs induced by the deregulation, and what additional
drilling expenditures might be made so that both the resultant pre-Federal-income-
tax and income tax liability might be computed. Again, I know of no method short
of a direct survey of the affected companies to derive this information necessary to
determine their post-deregulation increase in income.

(4) Finally, if information required to estimate the Compustat companies’
increments to net income resulting from deregulation could be obtained, there
would appear to be no way to express this as an increment to rate of return,
whether on equity or total assets-employed by these companies, 1979-1990.
What these companies’ incremente to equity and to total assets might be, for both
their oil field and non-oil-field activities; what their expected earnings in all their
activities outside presently price»controﬁed oil fields might be; and whether there
might be changes in net interest payments to creditors, are all essentially con-
jectural matters, even to corporate financial managers who might be surveyed.

With regard to the second question, we are also unable to project the capital
expenditures over the next five years that would be required to maintain the cur-
rent annual rate of oil production, or increase it by 25 or 50 percent. The creation
of oil and gas productive capacity is not a simple function of expenditures ven-
turers are willing to make, as is, for example, the construction of additional
electric generating capacity. In the case of manufacturing or agricultural produc-
tive capacity, the expenditure of, say, $1 million will yield a ‘‘plant’’ with a reason-
ably predictable productive capability. In the case of oil and gas reserves, the
expenditure of $1 million yields an unpredictable volume of producible oil and gas.
Unlike industrial capital which is producible with the aid of labor and materials
by well-documented technologies, establishment of oil and gas “capital” hinges
on a discovery process the produotivity of which depends not only on effort
expended, “investment,’”’ but also on the quality of geological prospects available
for exploration and a large random element.

Retrospectively, ‘‘ex post’’, one may sum up expenditures made and crudely
measure the oil and gas found—I say “crudely’’ measure because the inherent
characteristics of oil and gas reservoirs which determine their ultimate produc-
tivity, given some set of expected prices of oil and gas, are never known with rea-
sonabie certainty until many years of drilling and production have passed. Such
retrospective comparisons of expenditures made and oil and gas found clearly
indicate that, in the U.S. provinces that have been extensively explored, and given
the past history of oil prices, the costs of establishing an ad itional barrel of
daily productive capacity have been rising. What cannot be ascertained is the
additional capacity that migiit have been established if more had been spent in
those provinces each year. Assuming only the superior proi?ects were exploited,
additional effort would simply have yielded less per dollar. Nor can we presentl
forecast whether the provinces now open for exploration and development will
prove to be more or less productive, per dollar of expenditure. Perhaps in those
provinces as yet unexplored, on- and off-shore, prolific deposits remain to be dis-
covered that will reverse this trend in yield per dollar invested. But whether such
a prospect will be realized is as much a function of increments to the store of
geological knowledge as it is of venturers’ willingness to undertake risky invest-
ments, both of which I am unqualified to predict.

I am enclosing responses to the aforementioned 26 questions, along with the
material you have requested. If you or the Subcommittee staff have any problems
with these responses, please call me or Mr. Fiekowsky (566-8282) who, you may
remember, accompanied me May 7.

Sincerely
' Esmi M. SunLEY,

Deputy Assistant Secrelary.
Enclosures.

DEPARTMENTAL RESPONSES TO SENATOR GRAVEL’S QUESTIONS

1. Petroleum as a percentage of gross domestic product has been declining. In
your testimony you noted this decline and attributed it to a decline in domestic
oil production since 1970. Has petroleum on a world-wide basis been declining
during this period also?

Measures of gross domestic product relate to ‘“‘economic units’’ comprised of
national political jurisdictions; there is no comparable measure for the world as a
whole. However, since both total world output of oil and its relative price per unit
have been increasing since 1970, it is reasonable to infer that the petroleum share of
world product has either increased or held steady. In any case, petroleum exporting
countries have enjoyed an extremely large increase in their share of world output.
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2. On page 4 of your written statement you discuss the size of the integrated oil
companies and illustrate their economic concentration. Is it correct that the
proposed windfall profits tax makes no distinction between integrated oil com-
panies and so-called indegendent producers? Has any consideration been given to
applying the tax only to the large integrated oil companies?

ause the windfall profits tax is imposed on the increase in selling prices of the
three categories of oil, it is payable uniformly by any legal owners of that oil,
except the United States Government itself. Since the tax is aimed toward ab-
sorption of windfalls resulting from decontrol and from the actions of OPEC,
there is no efficiency of equity objective served by distinguishing among the
owners and recipients of the oil windfalls those who are ‘“‘independent,’”” or non-
integrated, oil producers and all others who have claims to the oil.

3. On page 5 you state that the income of U.8. oil companies is predominantly
foreign. This characterization is on an industry-wide basis. Is this an accurate
characterization, or are some much stronger in foreign operations than others
(probably due to a late entry into the foreign markets)?

There is no generalization which uniformly fits all members of the oil industry.
It is therefore as likely, as you suggest, that sume integrated oil companies will
have disproportionately larger shares of foreign oil production income in their
financial accounts as some have larger shares of domestic refining, transportation,
or marketing income,

4. In your discussion of investment and fixed plant (or fixed assets) are offshore
platforms included in the category “fixed plants’?

“Fixed plant” is an asset category that commonly includes investment in plant
and equipment, as distinguished from inventories, investments in securities, and
other classes of assets. Offshore platforms, along with certain other oil field
investments, such as storage facilities, separators, pipelines, etc., that are capital-
ized by oil companies for financial reporting are included in ‘‘fixed plant.”

5. Explain why the percentage of fixed assets to total assets would be increasing
for independent producers but declining for large integrated oil companies.

There are two reasons why independent oil companies manifest a tendenc
toward a higher percentage of total assets invested in fixed plant as compared witﬂ
integrated companies, 1973-1977. First, by definition, independent companies
are principall{ engaged in oil and gas extraction so that, as compared with inte-
grated and oil refining companies, they have not experienced the large increase in
crude and product inventory values resulting from the post-1972 price rises that
have swollen this non-fixed-plant element’s share of integrated companies’ total
assets. Secondly, many independent oil companies follow ‘‘full cost’’ rules to ac-
count for their expenditures on exploration and development. Thus as both
independents and integrated companies have stepped-up expenditures of this
kind, more of the step-up is capitalized by independents, swelling their fixed
plant totals, than by integrated companies. Ultimately, when production begins
to flow, the independents will ‘‘deplete’’ or amortize their capitalized oil field
investment by larger amounts than integrated companies, and this will restore
the previous fraction of total assets invested in fixed plant that is similar to
integrated firms,

6. With respect to debt equity ratios for both independent producers and large
integrated oil companies, do most analysts agree with you that these ratios are
not too high?

Perhaps the most meaningful indexes of financial analysts’ views about oil
companies’ decline in the equity percentage of total assets (increase in debt-equity
ratio) are credit and bond-ratings. I know of no indication that oil company bond
issues have suffered any downgrading since 1974. As I noted in my testimonf,
book-values of oil company oil and gas reserve assets have been progressive
umlilerstated since the oil price bulge of 19731974, a fact of which analysts are
well aware.

7. How is the stock market reacting to the decontrol statement with respect to
that portion of the industry which provides material, capital and labor (e.g.,
drilling equipment, etc.)? How will this affect Federal lease prices?

Recent developments in world energy markets have caused both oil field service
companies; and energy companies’ issucs to be cited as bullish investments. I am
confident the Administration’s decontro! and tax pro%ram has not altered thistone
of the market. These circumstances conveying optimism about prospects for
domestic energy markets should carry-over into higher lease bonus bid offers in
the near future.

8. Are the average tax rates set forth in the summary schedule on page 11 the
rates that the Treasury Department uses when estimating revenues from these
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proposed taxes? Would this rate be used when computing the amount of addi-
tional income taxes to be added to the energy security trust fund?

As I explained in my testimony, we did not aprly effective tax rates to estimate
the revenue impact of the decontrol and windfall profits tax proposal. Rather, we
followed the procedures I outlined above that would be required to estimate com-
pany profit rate changes. On the basis of overall estimates of oil quantities to be
decontrolled and additional production induced, we estimated both the gross
windfall profits tax and the residual increase in gross receipts of domestic oil
owners. Some of this goes to nontaxable royalty owners, some to taxable royalty
owners (a source of tax revenues) and the remainder goes to business entities,
From the net-of-windfall-profits-tax receipts we subtracted state severance and
income taxes, estimates of additional lifting costs, and an estimate of additional
drilling costs that will occur and be taken as deductions for tax purposes. Having
thus arrived at tarable incomes, we multiplied these by appropriate statutory tax
rates, allowing for the remnant of percentage depletion, to derive our estimates of
net income tax revenue flows. The computed details are shown in Table XIV of
my testimony. As may be seen in the bottom row of that table, the effective tax
rate on the increment of aggregate oil producer income resulting from these
estimation procedures ranges about 39-40 percent.

9. What is the average effective tax rate on U.S. business? On world-wide
business? what is their total average effective tax rate, including state and local
taxes, Federal taxes, foreign taxes?

The most recent study of corporation effective tax rates we have completed is
based on 1972 returns, I am enclosing a copy which reports in Sections IV and V of
Table 1 (p. 44) that U.S. corporations paid an average effective tax rate of 37.8
percent with respect to U.S. source income and 56.1 percent with respect to foreign
income. Section III of that same table reports that 40.9 percent of corporations’
worldwide income was paid as income tax to foreign governments and the United
States. We have no means by which to recompute these effective tax rates to
account for state and local tax returns. I would venture the guess, however, that
if pre-tax income is redefined to include these other taxes the resultant effective
tax rates would not be greatly altered.

10. It is noted that the bulge in rates of réturn due to the 1973 embargo receded
very quickly. Do you have any prediction as to how quickly the rates of return
might recede from decontrol?

ny profit rate bulge resulting from a discrete change in market conditions is
likely to recede as quickly as that experienced in 1973-1974. However, I would
remind you that decontrol, over a 28 month period, in combination with an un-
predictable OPEC pricing and output policy, do not constitute a single discrete
change in oil markets. .

11. Is it your understanding that most companies, when evaluating expenditure
programs, look for approximately a 15 percent return on investment? If so, is it
reasonable to measure profitability, even profitability following decontro), by that
benchmark?

Although discount rates used by companies for evaluating investment projects
are closely held proprietary secrets, I have heard informally that discount rates
of 15 to 20 percent are commonly used by managements throughout industry.
But these before-the-fact (‘‘ex ante’”) discount rates used for Frojeot screenin
purposes are not appropriate bases for evaluating after-the-fact (‘“‘ex post”
measures of profitability. Because investment planning and execution are subjeot
to great uncertainties, rightly or wrongly, investment decisionmakers add a sub-
stantial risk premium to their screening rules in the hope that realized rates of
return will approximate the norm of 10 to 12 percent.

12, Is it true that more cash flow to the oil companies may be eaten up by
“capital consumption’ than may at first appear (pages 14 and 15)? Is this due to
the effects of inflation on capital items and the resource itsef? Other factors?

Due to the restrictive conventions of financial and tax accounting that do not
permit the formal recognition of income in the year in which it actually has been

roduced, or carned, it is certainly correct to infer that the financial accounting
or ‘‘capital consumption’’ is particularl{' misleading in the case of oil and other
mineralg companies in periods when both real costs of replacinﬂg the capital con-
sumed in extraction are rising and there is a marked general inflation.

For obvious reasons, it is impractical to evaluate the value of reserves discovered
by the outlays made for that purpose and to record the increment simultaneously
as income in the discovery year and as a write-up of the book-value of the com-
pany’s assets to b recovered as “capital consumption”—depletion in the case of
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minerals companies—as the deposit is exhausted by production. Thus, book
allowances for the capital consumed in minerals production are inherently under-
stated in financial statements, and when the costs of replacing that same capital
have increased, because the quality of gﬁe:;ogical rospects has deteriorated
and/or because inflation of the price level caused current dollar measures of
phdysical magnitudes to rise, the ddgree of understatement increases. Although
inflation has a similar biassing effect on reported net incomes of nonmineral
companies, this effect is probably less severe. An understanding of these accountin§
mirages may well be one of the prime reasons why stockmarkets have ‘‘discounted

t-1972 oil company earnings more than they have those of nonoil companies.
?gge “(book) return to market value of equity”, A pendix Table X.)

13. On page 17 of your written statement it is implied that tax-preferred capital
outlays by oil companies, especially in independent drillers, have been rising since
1974. Is this because their activities have increased? How is this affected by the
diminishing percentage depletion for independent producers?

“Deferred taxes' are accounted for in financial statements whenever current
deductions permitted for tax p with respect to current or prior year capital
outlays exceed those accounted for under financial reporting rules. Since what is
involved is a premalure tax deduction, not a permanent forgiveness of tax, the
resultant difference in current year income tax p(ﬁrable is properly treated as a
‘‘deferred tax'’ or interest-free loan. In the case of oil companies, intangible drilling
cost (1.0C) deductions are a Eriucipal source of deferred tax. This Is particularly
true of ‘independents” which use ‘'full cost’’ accounting rules in their financial
accounts. Thus you are correct to infer that the growth of deferred taxes in the
post-1972 period among oil companies principally engaged in extraction reflects
the increase in their expenditures for exploration and development that generate
interest-free loans.

Traditionally, percentage depletion deductions are accounted for by oil com-
panies eligible to receive it as simple reductions in tax, This is conceptually
correct because, as you know, percentage depletion deductions are not merely
substitutes for a recovery of capitali costs of establishing a well, they are
permitted even when there is no cost to recover. Percenta%:edegletion is thus
essentially a tax rule for reducing a taxpayer’s income otherwise subject to tax; it
represents a forgiveness of tax, not a deferral.

14. On page 18 you state that ‘‘there is no evidence that oil companies are some-
how more reliant on cash flow than companies in other industries.”” Is this a
universally held view, or would others disagree?

If one believes that oil companies make investment decisions as rationally as do
nonoil companies, then they can be no more dependent on cash flow than other
companies. Naturally, in the debate over oil price deregulation and the accompany-
ing proposed windfall profits tax I would expeot spokesmen for the industry, and
even others who believes the terms of the proposed tax to be too harsh, to rely
on a crude cash flow argument. To wit, they will argue that deregulation, by
increasing producers’ cash flows will thereby cause the increment to be spent
on new peoductive capacity and that the windfall tax, by reducing cash flow, will
pari passu decrease investment spendinf. Not only does this argument imply oil
companies are irrational managers of funds, it is controve by the facts I
reviewed in my testimony.

In sum, deregulation will stimulate investment by making the prospects for
doin? 8o more attractive, particularly those prospects for increasing recovery from
existing fields. These investments warranted by rational comparisons of expected
returns and costs will be financed by oil companies as all such l;::ojecu are, by
both internal and external sources of funds. While it is true that wildcatting,
per ge, must be financed with internal funds, the larger amount of associated in-
vestment in development, storage, and transport facilities is readily financeable
with external funds, garticulsrly debt, Finally, it should be remembered that
capital formation in the energy industries can be financed with equity and loan
funds derived from outside the existing members of the energy sector; these funds
will as readily flow into the energy sector in the future when prospects are made
attractive as they have in the past.

15. Looking at the uses of oil companies’ funds, it appears from your testimony
that following the 1973-74 boost in earnings, the money did not go to share-
holders. Did it g into capital exreuditurw, and perhaps into drilling and develop-
ment? What other expenditures

As you suggest, and as the sources and uses of funds statements presented in
Appendix Table XI show, the principal uses of post-1972 increments to sources of
funds were for capital outlays, increases in working capital, and investmenis in
other firms’ securities.
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16. Are geolopcal and geophysical expenditures subsumed within the category

‘‘capital outlays’'?

nerally, geological and geophysical (G&G) expenditures are treated for
financial accounting purposes in the same way as their counterpart expenditures
are in nonoil industries. Generalized G&G, t.e., expenditures made without regard
to a particular lease but only to generally gain information which may be of use
later, is treated as R&D and currently expensed. G&G expended with respect to
a lease is generally capitalized, i.e., considered a capital outlay, a use of funds;
these capitalized expenditures are recovered as production ensues or when the
lease is determined to be unproductive, and when this occurs, the recovery
(capital consumption) i3 considered a source of funds.

17. Did the oil companies “drill up’’ the 1973-74 bulge in earnings? Is this
reflected in the testimony Fresenuzd by the Treasury Department?

The evidence reviewed in my testimony would suggest oil companies did not
““drill up” their bulge in earnings, for capital outlays declined as a percentage of
cash flow or total sources of funds. Due to the fungibility of money, there is no
way to trace the 1973-74 dollars of increased cash flow to determine which of
those dollars were spent on drilling, which on refining and transport, which on
acquisitions and investments, and which were paid out as dividends. 1t is there-
fore not informative to compare amounts spent on drilling with the apparent $18
billion increment in oil companies’ cash flow in 1974-73 as compared with 1972.

18. Can you supply for the record a copy of the Joint Association’s survey
referred to on page 20 of your statement?

19. Does the summary schedule on page 21 entitled, ‘“‘Exploration and Develop-
ment Outlays” refer only to outlays in the United States.

I am forwarding a copy of the Joint Association Survey for 1975. As you will
read therein, the expenditures estimated refer only to operations within the juris-
diction of the United States.

20. Is it likely that the Federal government will benefit from increased oil
company revenues in the form of higher leass acquisition costs and increased bonus
bidding? What are the projected increased earnings for the Federal government in
ro alt[\l' revenues and bonus bids,

¥t the attractiveness of investment in oil reserves is increased, this will not
only raise bonuses and/or royalties on private lands as compared with what they
would otherwise be, they will also raise those payments to the Federal government
with respect to newly acquired leases on public lands. However, due to the present
uncertainty about the location and acreage to be leased, we are unable to project
the increments to successful bids that might be attributable, to the improved in-
vestment climate resulting from deregulation.

21. Looking at investments and acquisitions outside the oil business by oil
companies, how so oil companies compare with other manufacturing companies
historically in spending or investing outside their own business?

So far as the data we have reviewed permit us to judge, oil companies have not
manifested a notably greater Kropensity to diversify into other industries than do
nonoil companies. Although the percentages of cash fiow or total sources of funds
used by oil companies for investments and acquisitions more often than not exceed
the same percentages for nonoil companies (see p. 22 of my testimony), it is not
clear, as I noted, that these acquisitions are exclusively, or generally, outside the
oil or minerals industries.

22. What factors influence oil company investment in businesses outside the
oil business? Do conditions in the economy at large play a role; that is, whether
the target businesses are especially cheap at that time? What is your evaluation
of the idea that fossil fuel is simply going out of existence? Are oil companies still
heavily concentrated in fossil fuels?

Operating on the assumption that oil company managements are as rational
as any group in the private sector, I would speculate that one of the grincipal
determinants of large oil company diversification strategies since 1972 has been
the drying-up of investment ?‘p]portunities abroad. As I noted in my testimony,
foreign operations have loomed large in the total cash flow of oil companies whose
financial statistics dominate most of the aggregates we have reviewed. In view of
foreign government hostility and out right exﬁropriation of oil compan Eroperty
rights abroad, it would be a dereliction of oil company managements’ fiduciary
responsibilities to their stockholders if they were to persist in maintaining their
old patterns of global investment in oil and gas reserves. Since the geographical
scope for oil industry investment has drastically shrunk, at the margin, investment
of available funds in other industries becomes relatively more attractive, given
the tax penalty on distribution to stockholders.
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I know of no evidence that would suggest fossil fuels will have disappeared from
uge within any time horizon useful for private or public ?!nnnin? purposes. If
OPEC persists in maintaining artificially high prices for oil, and if the environ-
mental cusis of obtaining and using substitute fossil fuels continue to mount, I
would expect that technologies for producing alternative energy sources will
develop, along with complementary technologies for reducing the energy content
of our standard of living.

I am unable to respond to Ivﬁour uestion about the percentage of oil company
activity devoted to fossil fuels and whether this has been changing. ‘“Line of
business’” data are still unavailable; and when they do become available, I am
not sure the definitions of “line of business” will be analytically adaptable to the
question you have asked.

23. The. Treasury Department has taken into account the feedback effects of
decontrol on domestic crude production. Will the Treasury Department be utiliz-
in% feedback estimates from this time forward?

n our analysis of the impact of decontrol and the proposed windfall profits
tax we have not followed a new procedure. In all similar proposals which impact
a particular sector of the private economy, the Treasury has always striven to
account for the response to proposed policy changes. What we try to avoid is the
imputation to individual elements of a comprehensive package of tax and expendi-
ture changes certain macroeconomic effects produced by the entire package.

24. In Appendix XIV it appears that estimates of additional oil receipts and
taxes are susceptible to two variables. First, changes in OPEC prices; and second,
increases in state and local severance and income taxes. Does anything in the
President’s proposals inhibit States from increasing their taxes and thus descreasing
the Federal share? Could a State enact its own windfali profits tax?

Under the President’s proposal, the windfall profits tax is technically an excise
tax and, hence, not affected by states’ actions to modify their severance, property,
or income taxes affecting oil production. The right to levg direct taxes, on property
or income, is specifically reserved to the states under the Constitution. The only
inhibition to states increasing their levies, such as severance taxes or their own
windfall profits taxes, that have the unfortunate consequence of discriminatorily
discouraging mineral investment within their borders is the commonsense aware-
ness of state legislators that such policies drive out industry and shrink state
economic bases.

25. Assuming that only domestic production is subject to the windfall profits
tax, is not this an incentive to produce abroad? Isn’t this a type of subsidization
of Arab 0il? Has there been any significant influx of foreign-owned companies
into our domestic oil and gas business? Do you foresee such a trend?

For oil companies with properties or production rights both in the United States
and abroad, production from either set of pro&erties is independent of the tax and
other national policies prevailing elsewhere. Production from U.S. properties will
be pushed to the level the owner feels is justified by lifting costs and éxpected
revenues; and this decision is unaffected by whether the host country where the
same company has oil properties abroad has raised taxes there, or otherwise
made his foreign operations less profitable. By the same token, deregulation and
imposition of a windfall profits in the United States cannot affect an oil company'’s
foreign production decision.

If, and only if, it can be demonstrated that the terms of the windfall profits
tax discourage domestic production, as our price controls certainly have done, can
it be said that the tax “‘causes’ an increase in our foreign oil dependence. On the
other hand, our remnant of percentage depletion and IDC expensing provileges
certainly constitute a subsidy to domestic production, the existence of which should
not be forgotten when assessing the sum total of the effects of Federal oil policy.

In any case, whether we net subsidized or discouraged domestic oil production,
it is not accurate to say that the effect on our degree of imrort dependence results
from oil companies substituting U.S. for foreign, or foreign for U.S., oil production.
We will sim(Ply produce more or less in the ted States depending on costs and
market conditions here, including the net effect of Federal policies. If we produce
more domestically and import less, the reduced imports are shared by all forei
producers; conversely, if we prociuce less, all foreign producers will share the
increase in our imports.
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26. Does the windfall profits tax in any way affect those businesses which
contract with the oil coms)anies, such as drilling equipment companies?

If the proposed windfall profits tax can be demonstrated to retard the rate of
investment in oil and gas fields, this retardation of investment would reduce the
volume of business booked by contract drillers ana oil field service companies. But
as I have noted in my testimony, and reiterated in responses to earlier questions
there is no evidence on which to base an inference that the pro tax will
retard economically justified investment. Thus there is no evidence that the tax
will affect businesses which supply oil and gas fleld services.
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PREFACE

The purpose of the Joint Association Survey is twofold:
(1) to provide annual information pertaining to the cost of
drilling oil and gas wells and dry holes in the United States;
and (2) to provide annual informalion pertaining to expen-
ditures for finding, developing, and producing oil and gas in
the United Siates.

Estimates of expenditures in 1975 are presented in this
issue of the JAS identified as Section Il. Drilling costs for
1975 were previously reported in Section | of the JAS and
published in February 1977.

As in prior years, data for the 1975 JAS were collected
from the petroleum industry through the joint efforts of the
American Petroleum Institute, the Independent Petroleum
Association of America, and the Mid-Continent Oil & Gas
Association.

There has been a continuing effort 1o improve the
quality of the data reported in the JAS. As a result, the infor-
mation reported for 1965 and prior years is not strictly com-
parable with the more recent surveys.

Washington, D.C.
March 1977
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JOINT ASSOCIATION SURVEY — 1975
SECTION 1I: EXPENDITURES FOR
EXPLORATION, DEVELOPMENT,
AND PRODUCTION

SUMMARY OF FINDINGS FOR 1975. Findings pertaining to 1975 expenditures for explora-
tion, development, and the production of oil and gas in the United States may oc summarized as follows:

®  Total estimated expenditures for exploration, development, and production amounted 10 approx-
imately $19.4 biflion in 1975, an increase of 2.0 per cent over 1974,

®  Estimated expenditures for exploration smounted to $5.8 billion in 1975, a decrease of 35.1 per
cenl over 1974, :

— Estimated expenditures for lease aoquisitions amounted 1o $1,679 miflion in 1975, s decrease
of 70 per cent over 1974.

— Estimated expendilures for drilling and equipping exploratory wells amcunied 10 $2,298
million in 1975, an increase of 39.5 per cent over the previous year.

®  Estiinatad expenditures for development amounted to $7.0 bitlion in 1975, an incresse of 56.0 per
cent over the previous year.

® Estimated expenditures for production amounted 10 $6.7 billion in 1975, an increase of 17.6 per
cenl over 1974,

®  Expendilures (in millions of dotlars) by major categories for the years 1971-1975 are as foliows:

SUMMARY OF EXPENDITURES
BY MAJOR CATEGORIES

1971 17 1973 1974 1978

Exploration 2,39} 3,672 5.865 8.90! 5.9
Development 2,671 3,093 3,255 4,476 6.98)
Production*® 3.851 3912 4,235 5,685 6,683
Total 8915 10,677 13,358 19,062 19.445
3 RPN ] DESMCERER k]
* lncludes production and ad valorem Lres.
NOTE:  Totals for sach mejoc cuiegory (E: De nd Pr jon} have desn seviend 10 inctude eapendicures for
General & Admini ive On y reporied
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DESCRIPTION OF SURVEY. The purpose of Seation 11 of the Joint Association Survey is to
provide annual information pestaining to expenditures incurred by operators incident to finding,
developing, and producing oil and gas. It should be noted, however, that estimates in Section 11 do not
include the substantial sums peid out lor income taxes, interest charges on debt capital, and returns to in-
vestors.

PROCEDURES. The procedures used for estimating total industry expenditures in 1975 were the
same as those used in previous years. These procedures may be summarized as follows:

1. Respondents were requesied to submil dala pertsining to (1) expenditures for exploration,
development, production, and overhead; (2) revenues from oil and gas producing operations.

2. Companies reporting 10 the 1972 Census of Mineral Industries were classified into thirteen
class intervals according to the value of shipments. Each JAS respondent was assigned to one
of these class intervals on the basis of the revenue reported Lo the JAS. The aversge size of
companies in each size classification not reporting to the JAS was determined by sublracting
the number of reporting companies and their revenues from the total number of compenies
and total revenues in each interval. (For this purpose, total revenue was that reporied by the

* Bureau of Mines as value of oil and gas production at the wellhead for 1975 adjusted for net
royalty payments and other lease revenues.)

3. Regression equalions describing the relationship between company size (measured by revenue
reported to the JAS) and various types of expenditures were used (o estimate the volume of
expenditures by companies that did not report to the JAS. Estimates of tolal expenditures were
made by adding reported expenditures and estimated unreported expenditures.

DEFINITIONS. Definitions of terms used in the 1975 survey are contained in the notes and in-
structions which accompanied the 1975 questionnaire. (See Appendix.) These definitions are the same as
those used for the 1966-1974 surveys, but they differ in certain respects from those used in previous
years.

THE 1978 SAMPLE. Estimated expenditures in the U.S. lor 1975 were derived from data re-
poried by 371 companies engaged in exploration, development, and production activities. The net
revenues from the sale of oil and gas reported by these companies accounted for 75 per cent of the total
estimaled net revenues from Lhe sale of oit and gas by the industry. The following tabulation shows the
reported net revenues relative 1o total estimated net revenues for five survey years.

1971 1972 1973 1974 .I”S
Total Estimated Net Revenues from -

Ol and Gas Production (millions)® SI3.421 $13.509 $15.259 323,931 821282

Net Revenues from Oil and Gas Pro-

duction Reported 10 JAS (mittions) $10.336 $10.652 S11.857 $18.389 $20.496
Unreporied Revenues (millions) $ 3085 $ 2857 31402 35542 $6.756

Per Cent Reported 0% 188%  T1I%  T68% 1S Ih
-'-""'—T‘ from sher ded royahy of 15 per cemt from the gross welthead value of sl produ-

xo;.anwhlmwmdum
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COMPARISON OF 1975 FINDINGS WITH PRIOR YEARS. Detailed estimates of 1975 ex-
penditures for exploration, development. and production of oil and gas in the United States are shown in
Table 1. page 4, 10gether with comparable data for the years 1971 through 1974,

ESTIMATED NET REVENUES FOR 1978. In order to provide an estimale to expenditures for
finding. developing. and producing oil and gas, it is necessary for respondents to report revenues from oil
and gas operations. This information is used as an integral pan of the procedure for estimating industry
expenditures. However, revenues reported for the JAS are not used 1o detive an independent estimate of
total revenues from oil and gas operations.

For the year 1975, the Bureau of Mines reported $32,061 million as the value of oil and gas produc-
tion at the wellhead. To establish an estimate of total revenues from oil and gas producing operstions, the
Rureau of Mines figure was adjusted for royalty payments, other lease revenue, and royally receipts as
shown below.

1971 19n 1913 1 s

seesscsscessvese millions of dolars ccccccoccrveces
Total Estimated Net Revenue from

Oil and Gas Production® $13,421 $13,509 $15,259 323,935 $21.252
Other Lease Revenue 57 $3 $6 72 (2]
Royaly Paymenis Received 326 32! 359 41 555

Tolal Revenues 313,804 $13.883 315,674 824481 $27.876
*R from sfier deducting royaky pey of 15 per cont from the 9rom woll-heed valve of all

net
production as reporied by the Buresu of Mines.
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TABLEI
ESTIMATED EXPENDITURES FOR EXPLORATION, DEVELOPMENT, AND PRODUCTION

OF OIL AND GAS IN THE UNITED STATES, 1971-1975
{Miflions of Doilars)

1M 1M e 19

1. Exploration:
s Drilling and Equipping Explorstory Wells $ 775 3 910 31021 $ 1647 32298
b, Acquiring Undeveloped Acreage 642 10 de46 659 1679
c. Lease Rentals and Exp. for Carrying Leases 143 142 153 1% 2as
4 Geological and Geophysical 361 m 49 640 02
¢ Contributions Toward Test Wells u 3s 1 L7} 3
[ Land Dept.. Leasing. and Scouting 100 10 102 1 t4l
& Other incl. Dicect Overhead 142 147 181 1 302
h. G & A Overhesd Allocaled 1o Exploration 206 29 293 W1 40
i Tolal Exploration 2393 3672 5865 8901 _ST19

2. Development:
2. Drillicg and Equipping Development Wells 1573 1869 2016 2686 4234
b. Lease Equipment 388 497 (7] 70 1
<. improved Recovery Programs -0 276 39 556
d. Ocher incl. Direct Overhesd 185 0 . 189 7T B it
e. G & A Overhead Aflocated 10 Development 02 257 20 M 432
f. Towl Development 261 3093 3255 4476 6.98)

4

3. Production: : '
a Production Expenditures incL Direct Overhesd 2,504 2563 2192 3508 4.46
b. Production or Severance Taxes 587 613 683 1200 13D
& Ad Valorem Taxes 295 269 218 3 49
d. G & A Overhesd Allocated 1o Production _4S 41 45 s el9
e. Tota! Production 38513912 45 5685 6.68)

.
TOTAL EXPENDITURES - $8.915 510,677 $13.355 $19.062 $19.445

* Extusive of fedensl, uc.m&ﬁ;tmmum paymeni of inierest. payments for the rurement of dedi. and puy MRS 10 DWners a8 a
return on nvesiment. b
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APPENDIX

1975 Joint Association Survey — Section 11
Questionnaire and Instructions

46-559 0 - 79 - 7
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JOINT ASSOCIATION SURVEY QUESTIONNAIRE
SECTION II 1975

Name of Reporting Company Code Numbder ——————

p-— CONFIDENTIAL

JOINT ASSOCIATION SURVEY — SECTION 11 197§

A. PRODUCTION AND REVENUE —— UNITED STATES OIL AND GAS OPERATIONS

See Atsached Instructions Code Number
Value
Valsme (Nearost Dolle)
1. Coude Ofl andt Losss Condonssts | ] ]
2. Notursl Gas Sales (Prossuss 0ast e pain, 32 60° F) JESTEEETE—  » ]
3 h?’f&ndw_l‘lmlﬂm
Operations and/or wader

Proceming Type Contracts aeera— PO s
4. O and Gas Royalty Revesue ARKANAKARKKRRXN ]
5. Othes Loass R lrom Py . ERAARXREEASARXE ]
(8 Yﬂmhmw N

Oparstions (Sum of Linss 1,2,3.4,9) ARAKNRARRRERRLN § eEeE———

B. EXPLORATION, DEVELOPMENT, AND PRODUCTION EXPENDITURES
FOR UNITED STATES OIL AND GAS OPERATIONS
(Whether Capitalized or Expensed)

Vet
|. Explorstien Expenditures (Mearesi Dollar)

for
o Lxpoadituns -‘qu

» E ] iring ped Acreegs

¢ Losss Rentels snd Other Exponditures for Currying Lossss

LS [

¢. Contributions Toward Tent Walk
{ Land Department, Loasing. sad Scauting Expeaditures

s Ot B B ™ a Dirwct Overtand,

L Tots Expioration Expenditwres

BEST COPY AVAILABLE



2

3

$

. Development Expendituwrm

95

-

& Expenditures h‘mu"am Developaseai Wells
. 5. Losss Equipment Expeadicams

orm Costs)

¢ Expendituses fos Fluid Laection aad Improved Recovery Programe

4 Othee L

Disect Oveuhoad|

6. Total Development Eapenditures

Production Expenditerss

5. Productien e¢ Sevarasce Tanss

€ Ad Valossm Teses

4. Total Production Expeaditums

Goaeral and O

& ABocated 1o Explorstion -

¥. Allocated 0 Development 3 comr—————

¢ Allocated 80 Production 3

¢ Sob Totd (Linss b 4 <)

¢ Totr' Lins s2

Totad Exp  cares (Sucn of haes 1N, 1, 34, and 4e)

. Enpeadstares for Drilling snd Pr. Only)

[y _Dni!uu Platforme
b Production Platforms

< Total(liness & ®)

BEST COPY AVAILABLE

ANl
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NOTES AND INSTRUCTIONS

.

JOINT ASSOCIATION SURVEY-SECTION Ii
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80t seperated
leases’ share of liquids 10id
from such operations (oa & raw gas bass) under Item A-2.

A4. Oil and Gas Royalty Revenue

Report od and revenus from royskies owmed
reveaue from ol ':y-d hmwn’uml p%'n'
uam Mi.

A-S.  Other Lease Revenues from Producing
Opentions

.-lcm any other leass mmbd‘cudl.“l?oﬂ
operstions; such 8¢ squipment reatals; rom

uﬂx riormed for otunt‘ukl of water o¢ steam; sic. Do

L Toas o

P

prod: etc. Do aot include revenie lnuubh
:'.ﬁ , ol, shale, wasium, or other

EXPLORATION. DEVELOPMENT, AND PRO-
DUCTION EXPENDITURES FOR UNITED
STATES OIL AND GAS OPERATIONS
(Whether Capitalized or E:M)

In this section,
development well nn-‘um be Nn’bﬂ‘h AANG
well classifications s i Section |, as [
(H Exploratory weils which include newfield vM
dosper-pool tests, shallowsr-pool tests,
ud outposts (extensions).

moemmmunnmuon-wamw
pools discoversd by previows

producs ol ¢ gm from

drilling.

Re, sxpenditures for the company's aet work
umn:«‘ 'f‘ P. 4 o3
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-

of reuss. Exclude sl expenditures for squipment beyond the
Christmas troe sad expeaditures for
artifitial Nt oguipment which should

B1d. Exmdh-u for Acquiring Undeveloped

Report undkmolumdlnh‘lh yeat for
uadevelo, creage including leses boauses, edvance init
restals w! ﬂb&ﬂ-“mmm-ﬂyh

he asture of & bonws, snd other outisys sec
.qmm.'.mm.:’mmmu
exploration. E

§
%
%

B-le. Coatributions Toward Test Wels

Report all contributions toward test ncluding
hols moaey, boltom hole mosey, oubomhd-lﬂllz
of screage coatributions,

B4 EL:MWI‘“‘M

peeskares sacent he o g
":i.n ;’:}u‘d.:’l‘ﬂ llnnnllbmlcg:“
B-1g Other l-:qhnde- Expenditures (including

lepon nﬂ expenditures not listed sbove, which relste [
on for od sad gas,

'lnlu such n'u“um e
the dooks of accoust. inchede

of ‘cnbpm {ander l-lc ot n.ﬂ’- m with the
lmwny ‘u“ “.pc::n:;. e

1«1 "
definrtions bcbw ﬂkalnd -2d) for treatmeat of

expendtures for service we!
Exclude ¢ wes wcdeat 10 mined sullws, ol shale,

uranium, of other mineral operations.
Hlll Saml

8-ta Elpendnlum l‘o'Dnllin.

Repont all npcndlnml (reduced by the amount of outsde
vash wnurbumul uch » bottom bole or dry hole) (or
dnlling exp wells ! wells completed,
dry holes, and nlls sll dnlhag at end of ibe year. Include

(3) cxpenddures fof Tasing, tud and vclhud fttings
assouiated with exp y wells, ( ub‘)‘ for roads,
greding, etc, o (e for dnlling platf

and all
other inudent to dniling " Reduce
cost of uplomofy dry holes by salvage of cqmplunl capable

-4 foc constrected or
n'c nlw uwruaf““ ‘.:.l-.l .
dm o where

ntlul M district sad ficld Ssvels,
mclomlu‘cnu ummu with the

'be exploratory funaction:
g, detrct m salares; ad valorem tam
noa-producing leases. taxes on duild

used fot exploratory Rej (]
costs which cesaot be

leectly with ¢
activities undertaken during the year under B4, Exchude
exploratory outlays .oe nny devoted to ol and gas
operations such a3 sulfur, oil shale, wranium, or
other minerals.

8-2-a. Exptndllm foc Dnh’ l:'ﬂ. WC«B)

Report all upenumt for dnlhu development wel
including succenful wells completed, dry Moics, snd wells uul
driung at end of the year. Include. (l) upﬂdnﬂlﬂ for
caning. xnbm. uu nlmn m tings amociated with

Us, (b) ¢ lor roads, grading, eic.;
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(1 eapenditures  (or dnllm10 pmlorm snd _all other
expendiures incident 1o developmenl d Exclude oll
expenditures for equipment beyond the Christmas tres and all
cipenditures  for  downhole and artifical bft
equipment whih should be uponed es B-2-d.

B-2b. Lesse Equipment Expenditures

Report all kase equipment expenditures beyond the
Chrntmas tree nstatiation. invluding flow lines, ﬂov unh
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mmuuu:’ Neld offices. Include durect overhead, especully at
dastnci lnu kvcb -krc such overhsad can be directly
functica Do nol include
ng plants or gas systems

p P ble 10 gas p
B-35. Production or Severance Taxes
Repert here the totat

taxes Lo state and Jocal nvﬂnmu bo ot udu« ihe value
of crude o and natural gas produced at the webhead by such

field sepataton, healer-treaters, p
related field facity'. © include ex nduum Tor all nomul
pumping and otk artificial oquipment, including
downhole installat -1\ tequired for pmlury production

B-2<. Expcnduu:rs for Fluid Injection and
Improved Recovery Program
Fluid 1ny and improved recovery progs

include gas
n) ., waler Ing sesm miscidle phase, in
uty combustion, elc . mocmed -ma oil and gas ptodu«-on

wells to
w

Report ex
.J"vo. dnlhu wrvice \nlh ot noanmu exht
service wells, sssocmted with such Rﬂﬂ ms. Facili
include pumps, COMpPreson, ¢ "Mr
wyecton qu treating !mlum wcml dow and mfm
equipment, elc  Service wells nciude vclk used for gas
water seam aad
water supply for wjection. Do not mcMc nnndnlum lor
observation welk, salt uw l-poul wells, water supply walls,

B-3c. Ad Valorem Taxes

Report expenditures (ov..d ulomum':u 'u‘\g
roperties or ipment thereon, ings, lease or
ke :&« wed 8

Exclude. u valorem taxes on -donbm m

taxes o8 ww oquipment  ueed

purposes, which bchd-‘c‘hlu-l-lg.

.d valorem taxes os office buildings or other facilitics used foc

geacsal and admunmtrative purposes, which should be included

wader Item B4 to Lhe sxtent that they are applicable 10 the
operstions coversd by this report.

General and Administrative Overhead
Not Repomd Ebewhere

or other wells

1 prim
which should be reported um: ltem 354,

ctivities,
oaly those which m loen lncﬂy clasnfiod -«-
B-2d. Othnl)evﬂopmcnti pendul :l:p-cl-l::t:c l-u sk I'd';:o«mbmu ;t.:
X ures
(Including Direct Overhe: (Note: Tncluding a scoordeace whb the
“"“""""’z‘”“""“"c“'"'"““"'&'.?"&
R sl other devek pend s, mcluding such it 04uped Sagaged

:un:’a‘amuou to district install (u pposed 1o o 02 ol l::‘n include under this ms‘w! m:

indmdual wells) such a5 roads, bridges, canals, and other M&‘n""""

and dsinct faciities; Ml ‘u systems;

unprovements, camp
observation wells, salt water dsposal wells; snd water
\vdls otlu than nmad udu l»l-c. lincﬂy sasignal
for up:ul
used for d for.

Exclude expenditures for quml and bﬁl‘w weed br

[ and et Do
nu include interest on m-nlormuuldcnlboou

Genersl and administrative overhead reported in totsl under
ftem B4+ (-.uar dntribuied m( upbn':m (B-41),

personnel cmed 1 ,e

lcron :“-;mu expenditures which csasct be directly

L
and the total of
d«ebm and no‘umoa m b.t“nleud under D44 If

B-4<),
vnl ee-pny 'nmet-!’l nl.loal-ou are customarily made

Item B4. Alo exclude d
spec
mned sulfur, oil shale, ursawm, of other

“mm‘:&' . such allocations are
iically devoted 10 ou and gas operstions, sech & for options.
6. Ex itures for Drilling and Production
W orms (Memorandum Only)

B-34. Production Expenditures
(Inciuding Disect Overhead)

Report Lfung expendtures and all other expeaditures
uhxb are Iwcﬂ; lnl»cnble to lbenp‘vodulm of odl snd gas,
rom

Report total expenditures dunag the year for drilling and
uctson 'huoﬂm, whether such platforms wers Socsted on
waters or offshors. Platform expeaditures were
included Secml 1 on the dosis of aBocation of pertineat

lndde expendures for Labor, . RPErVIRO in the lisld, repay
and vel; mu and waler;
small tools and supphes; cost of mouu ; teaming end
trucking, wsurance, faxes (a0t ncludung production aad ad
valorem taxes, and federsl and Male pcome Laxes), beiling.
g and when 804 part of

p work; ab awd exp

:é

d wells. In Section H
dn phuor- Aduum m N included
expendiures for d

explorstory and
development wells wader um l I1 end B-2-0. Expenditures
for L : phd‘ d u‘:‘q liewmB-2-b
However, o 1tures for ‘rllu forms. production
tforms slso l" should be reported under Stems B-6-8 and B-6-d
BEROTAAEUm PUrposes.
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Preface

This publication of estimated effective income tax rates
paldlby UTS' corpporations in 1572 is an outgrowth of work
initiated in December, 1975 at the joint request of the
Chairmen of the Joint Economic Committee and the Senate
Select Committee on Small Business, Pursuant to that
request, and following a meeting among interested parties, a
Steering Committee comprised of representatives of the
aforementioned Committees, along with others from the Joint
Committee on Internal Revenue Taxation and the Pederal Trade
Commission, was established to help guide the Treasury in its
assembly of information, the decision having been reached
that tax return data afforded the best source of income and

tax measures.

Through the course 6f this endeavor, the Treasury staff
have benefitted from the exchange of views and technical
assistance made possible by this arrangement. Needless to
say, the Treasury 15 wholly responsible for the content of
this report. The release of this report to the Congress and
the public is made in the interest of furthering
understanding of the difficulties and ultimate ambiguities in

the construction and interpretation of effective tax rates.
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I. Introduction.

There is a persistent popular interest in "effective tax
rates” paid by two classes of income taxpayers, persons and
corporations. There is also widespread misunderstanding
about the ambiguities of effective tax rate computation,

This report is concerned only with corporation income taxes
and is intended to shed light on the taxability of income, by
size of corporation and by industrial class, and to set out

logical rules for the construction of effective tax rates.

The data relied upon here for measures of income and of
its taxability have been derived from individual corporation
income tax returns selected by the Internal Revenue Service
for statistical processing and for reporting ir its annual

publication, Statistics of Income: Corporation Income Tax

Returns, 1972. For this report, foreign income and tax items
from Porm 1118 not included in the IRS publication have been
extracted and collated with the previously published tax
return information. The asset size classification employed
in this report also differs from that in Statistics of

Income. Here the total assets of a corporation as reported
1

%
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in its tax return, and which are the basis for size

classifications in Statistics of Income, have been adjusted

by netting-out trade credit to better represent assets

actually employed in its business by the corporation.}l/

11. Effective Tax Rates, 1972; Nonfinancial Corporstions.

An "effective tax rate"™ is simply the ratio of some
measure of “taxes paid" to some measure of before-tax
“income.” Much mischief may be done in such a computation by
mismatching of the numerator and denominator., The
denominator, being an income measure, is generally computed
on the basis of accrual rules: the "income" of a year is
determined by elaborate accounting procedures which attempt

to match the costs of earning the sales receipts during a

I77If accounts and notes receivable exceed accounts and
notes payable, the latter is subtracted from both sides of
the balance sheet. 1In this case, the net trade credit
extended is capital employed which must be financed by
long-term debt and equity. If accounts and notes payable
exceed receivables, the receivables are subtracted from both
sides of the balance sheet. The excess of payables is then a
gou:cé of finance for the remaining assets employed in the
usiness.
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year, regardless of the timing of actual revenues or
expenditures. On the other hand, "taxes due” is basically a
"cash accounting® concept under which only the net liability
for tax due to the U.S. Treasury during a year {s customarily
accounted for. If the use of the tax account to clear other
years' transactions, such as refunds, is neglected, "taxes
due® becomes inappropriate as a measure of tax liability
gencrated by the "income" shown in the denominator.2/
Moreover, “income"” reported and used as the denominator of an
effective tax rate calculation for U.S. taxpavers is
invariably worldwide income, for the Internal Revenue Code
subjects to tax income from all sources, both foreign and
domestic., Obviously, if only the net tax due the U.S.
Treasury is shown in the numerator while worldwide income
taxes is shown in the denominator, there is an overt
understatement of the taxability of any taxpayer with

worldwide income.

27 To 1ITustrate the pitfalls of dealing with cash payments
of tax relative to incomes that have generated tax
liability, consider that many taxpayers finish paying
their tax liability for a given year sometime during the
first third of the succeeding year; other taxpayers
overpay their tax liability during a given year and
receive a refund the following year. 1In either case,
the taxpayer's "effective™ tax rate for the given year
is the tax liability generated by his incomé for that
year, divided by the year's income not the taxes
actually remitted.

3
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Indeed, failure to conslstently match numerator and
denominator is entirely responsible for the common
misconception that "small businesses” pay higher tax rates
than "big business.®” The following sequential presentation
of various ways of computing "effective tax rates" is
intended to put to rest this misrepresentation of fact.

A. Misrepresentation of effective tax rates due

to _improper agqregation of corporations.

In 1972 more than 1.6 million nonfinancial corporations
filed income tax returns (see Row I{a) of Table 1).3/
Altogether, these nonfinancial corporastions reported $75.15

billion of taxable income, as measured by the rules of the

Internal Revenue Code and from all sources, domestic and

foreign. In the tables, this measure of income is referred
to as "basic worldwide taxable income"™ (BWTI). On the basis

of BWTI of $75.15 billion, nonfinancial corporations owed

3/ Pinancial corporations, banks, insurance companies,
investment companies, etc., are not reported as a group
because size classifications among these heterogeneous
enterprises have little meaning. In the case of
insurance companies, the measure of taxable income
provided in the Internal Revenue Code is so highly
specialized it cannot be adjusted to reflect normal
concepts of enterprise income; and in the case of
investment companies, if they elect to operate as
requlated holding companies and distribute currently at
least 90 percent of their before tax income, they are
not subject to coporation income tax. Banks (commercial
and savings), on the other hand, do report income and
other data which permit a sensible approximation of
before tax income and corresponding tax liability.
Thus, while banks are excluded from the figures reported
in this section, they will be reported as an industry
category in the next.
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net income tax to the Treasury, after all credits, of $29,13
billion. These figures yield an apparent effective tax rate
of 38.8 percent overall, the rates ranging from infinity for
the smallest size class, which reported a net loss of $253
million while owing $211 million in tax, to 29 percent for
the very largest. The occurrence of "effective tax rates”
computed from BWTI in excess of 48 percent, the maximum
statutory rate on taxable corporate income in 1972, is a
clear. indication that something is amiss in this calculation.
The reasons for these incongruous results are that

corpora {ons have been aggregated which do not permit

comparisons of income and tax liability for the same year.

Corporations reporting losses. Large numbers of
corporations, particularly those at the small end of the size
spectrum, will frequently report negative taxable income
(losses) in a given year. Algebraically adding negative and
positive incomes produces a smaller total income in the
denominator of effective tax rate calculations; indeed, as we
have seen, the smallest corporations in the aggregate report
more losses than gains. But, since the tax returns of loss
corporations do not show the refund, or “"negative tax" for
the year due to the net operating loss carryback or
carryover, the aggregate "tax due” in the numerator of the

effective tax rate calculation is undiminished. The net
5
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result is that we have incomparable numbers in the numerator
and denominator of the effective t 1y rate calculation that

produce overstatements of apparent effective tax rates.

Corporations not subject to tax. Certain corporations

may elect to be taxed essentially as partnerships under
provisions of Subchapter S of the Internal Revenue Code.
Some of these corporations report losses, others positive
taxable incomes; but although their BWTIs are (algebraically)
included in the denominator of the effective tax rates we
“have just reviewed, their tax liabilities are‘never in the
numerator.4/ Their inclusion in the calculation necessarily
confuses the meaning of corporation effective tax rates.
Similarly domestic international sales corporations (DISCs)
file income tax returns but are not, directly, subject to
income tax. Instead, half their income is taxable to parent
corporations., Obviously DISCs should not be inciuded as
separate corporations; rather they should be consolidated

with their parents.

4/ Subchapter S corporations may generate corporate tax
Tiability in connection with certain capital gain
transactions, but this is invariably a trivial amount of tax.

6
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Result of reclassification. The dramatic effect of

careful aggregation may be observed by comparing Sections I
and II of Table 1. 1In Section II, corporations without BWTI,
those electing to be taxed under Subchapter S, and DISCs have
been eliminated.5/ For nonfinancial corporations, this has
involved dropping nearly 900,000 corporate entities, but
~e—lincreasing BWTI by more than $9 billion. As a consequence,
the overall effective tax rate is reduced to 34.5 percent,

and the range of "effective tax tates'/now begins to
approximate the statutory rates prevailing in 1972, 22

percent on taxable income up to $25,000, 48 percent on the

excess. 6/

3/ Although DISCs were excluded, they were “"statistically"
consolidated with their parent corporations by doubling
DISC dividends reported by parent corporations. Because -
DISC dividends reported by parent corporations may refer
to prior years, this procedure tends to understate DISC
income of the parents, taxation of which is deferred,
particularly in 1972 when DISC formation was rapid due
to novelty of the program.

6/ Exclusion from the tabulation of corporations without
taxable income for 1972 in order to maintain
comparability of numerators and denominators in
effective tax rate calculations has no effect on results
if, and only if, tax losses are ultimately refunded, If
some losses in 1972 are never requited by carry-back or
-forward to other years, then these losses should be
retained in 1972 denominators. And if these losses were
retained, the 1972 effective tax rates would be slightly
elevated. Unfortunately, there is presently
insufficient empirical evidence on which to base an
estimate of the amounta of any year's reported losses
which will not generate a refund.

7
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B. Improving the content and better matching of

numerator and denominator.

To this point, we have continued to use U.S. tax due,
after credits, in the numerator of the effective tax rate
calculation and BWTI in the denominator. This is clearly
unsatisfactory. So long as any measure of worldwide income
is used in the denominator, worldwide taxes should be
inciuded in the numerator. More importantly, the denominator
in the calculation is taxable income and we are all aware
that this magnitude is overtly understated for tax purposes
as a device to subsidize particular economic activities
engaged in by corporations--and unincorporated enterprises as
well. Moreover, the tax accounts are used to clear refunds
pertaining to other years' transactions, a source of

distortion which must be removed.

(1) Adjustments to_income (demominators):

Restoration of preferential deductions. Subsidies are

provided certain specific economic activities in the form of

special deductions from gross income in arriving at taxable
5 .
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income. Among those available in 1972 we might list:7/

(a) Special 5-year amortization privileges, in lieu of
normal tax depreciation deductions, for childcare facilities,
railroad rolling stock, rehabilitation of low- and
moderate-income housing, coal mining safety equipment, and
pollution control investment;

(b) Percentage depletion allowances for production of
minerals, including oil and gas;

(c) A special deduction for U.S. corporations at least
90% of whose gross income originated in trade outside the

United States, but within the western hemisphere.

Clearly, the excess of these deductions over those which

would be regularly allowed in the measurement of pre-tax

f/  In addition to the preferential deductions listed which
apply generally to financial and nonfinancial businesses, are
those extra "bad debt®™ deductions allowed commercial banks
and thrift institutions. The effect of bad debt deductions

is dealt with in the following section presenting effective
tax rates for banking.
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income is merely an intentional understatement of taxable
income. The excess of these deductions should be restored if
the denominator in an effective rate caluclation is to
substantially represent a corporation's (or any taxpayer's)

before-tax income for the year.8/

8/  Due to the existence of the minimum tax on preferences,
Tt was possible to identify the magnitudes of these excesses
of preferential deductions which might be restored to income
for 1972. The minimum tax generated by these preferences, if
any, is already included in the U.S. tax element of the
numerator. Another significant preference for which no
adjustment to the income denominator could be made is the
expensing of intangible drilling costs and related
preferential treatment of exploration costs for other
minerals activities. Por these preferences the necessary
data, taxpayer by taxpayer, are totally lacking in tax return
records.

A case could be made that at least part of the ordinary
allowances claimed for depreciation are preferential in that
they are in excess of the amounts that would be required to
measure income appropriately. This has been particularly
documented in the case of tax depreciation allowances for
real property. However, this study has generally not
attempted to adjust reported deductions for tax depreciation
due to the unavailability of sufficiently detailed
information on the tax return. Nevertheless, preferences for
*accelerated depreciation® deductions taken with respect to
certain properties subject to a net lease and which are also
qart of the minimum tax base have been added back to taxable

ncome.

10
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.

Restoration of excluded income. Many corporations hold
bonds issued by state and local governments the interest on
which is exempt from tax. By law, this interest income is
excluded from the holders' taxable incomes. Restoration of
this exclusion to income yields a better measure of before

tax income for the year.9/

(2) Adjustments to taxes (numerators):

Foreign taxes. Under longstanding international
conventions observed by the Uni;ed States, foreign
governments are accorded the "first chance® to tax income of
U.8. corporations earned within their political
jurisdictions. Mechanically, this is accomplished by
requiring U.8. corporations to report as taxable income in
their U.S. tax returns the income they earn abroad {but in
the case of foreign subsidiaries, only when dividends are
remitted to the parent), to compute U.S. tax which would be
due on that income, and then take as & credit against this
tax otherwise due the amount of tax paid to foreign

governments.

97 1t should be noted that this mode of correction for the
exclusion of tax-exempt interest exaggerates the effect
of this subsidy to state and local government debt
financing in reducing "effective tax rates" of holders
of these securities. See discussion of this point in
Section 1V,

— 1
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If foreign taxes paid are less than the amount computed under
U.S. tax laws, the difference must be paid to the Treasury.
If foreign taxes paid exceed U.S. tax liability, the excess
may be carried back or forward to other years to bé credited
against U.S. tax liability, but only against the U.S. tax
attributable to foreign source income. Clearly, if worldwide
income appears in the denominator, worldwide taxes generated
by that income, both those paid abroad and to the Treasury,

should appear in the numerator.10/

Effect of loss carryforward. In any year many corporations

that had suffered a loss in prior years but were unable to
secure a refund because they had insufficient taxable income
in the 3 carryback years will obtain their refund by simply

deducting a carryforward of unrequited losses against the

157 Poreign Income taxes restored to the numerator are those
Yo:ted in Porm 1118 as taxes paid and accrued and deemed

12
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otherwige taxable income of the current year. This is an
eminently sensible and efficient way to accomplish the
refund: it avoids the payment of all its current year's tax
by such a corporation to be followed by application for a
refund. Clearly, then, the deduction from this year's
taxable income of a loss carryforward leads to an
understatement of this year's pre-tax income and should be
restored. Similarly, exclusion from tax due of the amount
refunded with respect to the loss carryforward is an
understatement of tax generated by this year's income; this,
too, should be restored. This adjustment parallels the

adjustments for current year's losses described above.

(3) Effective tax rates after adjustments.

Section III in Table 1 shows the outcome of making
these necessary adjustments to the numerator and denominator
of the effective tax rate calculation. On the one hand,
expanding BWTI to include overt understatments and exclusions
has added nearly 120,000 nonfinancial corporations to the
tabulation and has increased the denominator (income) by over
$9 billjon. On the other hand, restoration of refunds due to
prior year losses and inclusion of foreign income taxes paid ;
and deemed paid has added $9 billion to the nonfinancial

corporations' numerator (taxes). As a consequence, the 1972
13
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effective tax rate for all nonfinancial corporations becomes
40.9 percent, 6.4 percentage points higher than before.
There is also apparent now a clear upward progression of

effective tax rates by size of corporation.ll/

It is noteworthy that the adjustments to tax and income
involved in going from Section II to III have little impact
on computed effective tax rates of corporations at the low
end of the spectrum but a large impact on thoae at the high
end. This is not unexpected: smaller corporations rarely
have foreign income and tax and they less frequently engage
in the kinds of economic activities favored by preferential
deductions or exclusions from taxable income. Their major
preference {in 1972) is the $25,000 exemption from surtax
which holds their effective tax rates near the 22 percent

normal tax level.

11/ The high effective tax rate in the over $1 billion asset
class is due to the peculiar problems associated with foreign
taxes reported by oil companies. See the discussion of that
industry's effective tax rate in the section following.

i
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The Section III figures are recommended as the best
single indicator of effective tax rate because the numerators
{worldwide taxes) and denominators (worldwide income) are
most closely matched. However, Sections 1V and V of Table 1
present separate computations of domestic and foreign
effective tax rates. The domestic income effective tax rates
in Section IV were derived by subtracting taxes paid foreign
governments from worldwide taxes to obtain the numerator of
the ratio and by subtracting foreign source income from
worldwide income to obtain the denominator. This leaves in
the numerator some tax attributable to foreign source income
and causes the effective tax rates on U.S. income to be
slightly overstated. Similarly, the foreign source income
effective tax rates in Section V involve some mismatching of
numerators and denominators, since the former does not
inciude some taxes paid the U.S. Treasury with respect to
some of the before-tax income included in the denominator.
This causes a slight understatement of these effective tax
rates. Nevertheless, the following observations are

warranted:

18
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-~ Whether with respect to domestic or foreign source

pre-tax income, effective tax rates rise with income.
In the case of domestic income, the drop-off of the
U.S. effective tax rate in the $1 billion and over
asset class, from 40.7 in the preceeding class to
37.7, is accounted for entirely by the dominance of
utilities and companies with mineral income in that
largest size class, as will be evident in the

industry breakdowns to be reviewed below.

Although the taxability of foreign source cotpgrate
income appears to be substantially above domestic
rates, 56.1 as compared with 37.8, this appearance is
due almost entirely to the confounding of oil taxes
and other payments to host countries., When the oil
company foreign income and tax items are eliminated,
the effective foreign rate is 40.0 percent, only
slightly above the U.S. effective rate on domestic

income.

16
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III. Effective Tax Rates, by Industry.

Reference has already been made to a number of causes
for the departure of effective tax rates from those specified
in the Internal Revenue Code. Over the years, remission of
tax has been used as a means for effecting non-revenue
Pederal policy objectives. We have noted the several
preferential deductions from pre-tax income to arrive at
taxable income; when these are restored to better measure
before tax income, effective tax rates fall, Additionally,
two credits against income tax otherwise due that year were
available in 1972. One was a 7 percent investment credit (4
percent for regulated utilities) for the purchase of certain
kinds of depreciable assets; the other was a credit of 20
percent of certain expenses incurred in the employment of
welfare recipients (usvally unemployed mothers with dependent
children), commonly referred to as the "work incentive
program® (WIN). since both these subsidies are paid via a
reduction of tax otherwise due, the earning of these
subsidies naturally reduces the numerator in effective rate

calculations and, hence, apparent effective tax rates.

The magnitude of the effect of clearing subsidies
through the tax system on computed effective tax rates amonhg

industries will depend on the degree to which the activities
17
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subsumed in the industries are favored by tax subsidies.

Moreover, most of these subsidies are capital related, i.e.,

in the form of extra deductions connected with the
acquisition and use of certain kinds of equipment, or as an
investment credit for other kinds of capital equipment.
Consequently, they tend to be of relatively less importance
to smaller businesses, for, in any industry, small businesses
are typically more labor, less capital, intensive. Tables 2
(for worldwide income) and 3 (domestic income) i&lustrate
these differentials in tax subsidies By t;be of/activixj and
size of enterprise. /

/

In Table 2, effective worldwide tax rates for
corporations in 19 industries are listed in descending order
of tax rate. The highest industry tax rate, 59.4 percent, is
that for corporations engaged in all stages of the petroleum
and natural gas industries, except natural gas distribution;
the lowest worldwide tax rate is that for banking, 19.4
percent. The low rank of banking simply reflects the
magnitude of their tax subsidy in the form of artificial bad
debt deductions and their institutional capacity to hold

bonds yielding tax-exempt interest.
18
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However, as noted earlier, the petroleum and natural gas
worldwide effective tax rate is swollen by the ambiguous
character of most of the payments they are required to pay
host countries: since the host country is both the taxing
power and the original owner of the mineral resources, the
host country is able, under its tax laws, to extract from oil
companies a share of the companies' income from oil and gas
discovery that, in a property system like that of the Unjted
States, would accrue to the companies or to co-owners of the
mineral rights. Under the tax laws and regulations
prevailing in 1972, a large volume of these ambiguous "taxes"
were regarded as shares of before-tax income paid as taxes
and this had the effect of producing a 59.4 percent effective
worldwlide rate. Since there is no analytiéal basis for
disaggregating oil company payménts to foreign governments
into those which might legitimately be called an income tax

and those that represent an allocation of before tax income
19
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to the mineral owner, we may obtain a more reasonable measure
of the taxability of income in this industry under U.S. tax
laws by excluding the confounding foreign items from both
numerator and denominator. This is done in Table 3. Arrafed
by size of effective tax rate on U.S. income, (see Table 3)
petroleum and natural gas companies rank 17th among the 19
industry groups with an effective tax rate of 24.7
percent.l2/

Excepting this difference in ranking in the two tables
of effective tax rates, the other industries' rankings are
quite stable. "Other manufacturing," which includes the
manufacture of motor vehicles, chemicals, electrical and
electronic equipment, among others (See Appendix), is subject
to the highest rate of tax, 41.9 percent on worldwide income,
42 percent on U.S. source income. The median industry
worldwide rate of tax, 33.1 percent, was experienced by the
ferrous metals group (iron mining, steel manufacture, etc.)s
the median tax rate on U.S. source income, 31.6 percent, was
experienced by the services industries.

Y27 This effective tax rate does not reflect the benefit of
expensing intangible drilling costs of wells that later prove
to be productive. As previously noted, the information

required to adjust taxable income for this preferential
deduction is not available.

20
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Banking is consistently taxed at low rates, 19.4 percent

worldwide, 18.6 percent on U.S. source income.

Within industry groups, effective tax rates by size of
corporation generally reveal the expec:¢d pattern: small
corporations experienced lower effective tax rates than did
the larger. This may be seen in Tables 2 and 3 by comparing
the industry-wide effective tax rates with those in the
adjoining column that represent the effective tax rates for
all corporations in that industry grouping with less than
51,000,600 of assets. In Table 2 (worldwide tax rates),
small corporations esperienced lower effective tax rates than
the industry average in each category, save ferrous metals
and banking; in Table 3 (U. S. tax rates), the same condition

prevails, except in banking alone.

Tables 2a and 3a present the detailed effective tax
rates on worldwide and U.S. source income, respectivel&, by
asset size of corporations. The patterns in these latter
tables, due to the variance necessarily introduced by smaller
numbers in the larger size ciasses, are far less regqular,

For example, in Table 3a, the 5 largest corporations in the
21
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nonferrous group experienced an 11.2 percent effective tax
rate on U.S. source income because, in 1972, in addition to
tax subsidies in the form of percentage depletion allowances
in excess of cost (which expands the denominator), these
firms earned maximum amounts of investment and WIN credits
(which diminish the numerator). Smaller firms in this
industry group, being less likely to both engage in mining
and to make comparatively large volumes of investment in
qualified property, experience lesser reductions from

statutory rates.

Nevertheless, except in banking, the two smallest size
classes, which overall encompass 75 percent of all
corportions subject to income tax, invariably experience
effective tax rates well below the industry average in any
industry group. In banking the exception to this rule
reflects the fact that inclusion of tax-exempt bonds in bank
portfolios and the ability to form nonbanking subsidiaries
that engage in equipment leasing, and hence earn investment

credits, is a function of bank size.
22
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IV. Concluding and Precautionary Comments.

The effective tax rate tabulations reviewed in this
report are the most comprehensive set of such computations
prepared by the Treasury Department. As later years' data
become available, they will be processed and published as
resources permit. In this first release of such material it
is appropriate to add some brief comment on comparisons
between these effective tax rates and others which are
published from time to time that are derived from
corporations' published flﬁanclal statements. It is also
appropriate to conclude this report with some observations on
the limitations of effective tax rates as guides to an

appraisal of the characteristics of the tax system.

A. Comparisons with effective tax rates based on

published financial statements.

Effective tax rates here presented have been derived
from income tax returns. These will not be directly
comparable with superficially similar effective tax rates
computed from data extracted from financial statements
published by the same corporations for the same year. The

reagons for this state of affairs have to do both with
23
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J
measures of "taxes” in the numerator and of before-tax

“income” in the denominator. We may summarize these

differences as follows: 13/

(1) Consolidation rules.

The rules for consolidating subsidiaries are different
for tax and financial reporting. For tax purposes, the -
criteria for consolidation include the requirement that only
corporations chartered in the United States may be
consolidated and that there be ownership by the parent
corporation of at least 80 percent of the subsidiaries
consolidated. Por financial reporting, any corporation
wherever chartered may be consolidated by another corporation

if the latter corporation maintalns at least S0 percent

ownership of the former. In general, this means that neither

137 For a more detailed exposition of the problems in
deriving effective tax rates from corporations' financial

statements, see Pitfalls in the Computation of "Effective Tax
Rates” Paid by Corporations; OTA Paper No, 23; U.S. Treasury
Department (July, §§77

24
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the worldwide tax nor the worldwide income reported on tax
returns and financial statements will be the same because the
reporting entities do not correspond.li4/ There is no

practical way to reconcile these differences.

(2) Income measurement rules.

Since there is no set of universal rules for income
measurement, even in those cases where the reporting entity
is the same for both tax and financial accounting, before-tax
incomes in tax returns and financial statements will differ.
Accepted financial accounting principles afford one
(nonuniversal) measure of before-tax income; the Internal
" Revenue Code another measure. Although there are many

differences- between tax and financial accounting rules, the

7 Note should also be taken of differences between the
reporting of foreign source income. In financial reports,
all income of consolidated subsidiaries is reported on the
same accrual basis. 1In tax returns, only the foreign source
income of subsidiaries chartered in the United States is
presented on an accrual basis; the income of subsidiaries
chartered in foreign countries is reported only to the extent
"repatriated” or paid as dividends to the U.S. parent
corporation.

25
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most significant have to do with accounting for capital
consumption -- depreciation and depletion. 1In Section II,
above, we noted that tax rules for these allowances
inporporate features intended to provide a subsidy for
specific kinds of investment and economic activity, and,
where possible, we adjusted “taxable income" accordingly.
Nevertheless, there is in many instances a remaining
difference between the "adjusted income™ reported here and
the before-tax financial income which would be reported by
the same corporations due to their use of financial
accounting depreciation formulas that recover depreciable
capital costs more slowly. On this account, more often than
not, before-tax financial, or "book," income will exceed the
"adjusted” 1nc§me measure used in this report and this will

raigse a reconciliation issue, to which we now turn.

(3) Accounting for “"taxes.”

“Deferred taxes."”

when financial accounting for depreciation differs from
that used for tax purposes, the accepted accounting procedure
for reconciling the difference between the two measure of

before~tax income, often referred to as "normalization,"
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gives rise to a quantity called "deferred income taxes."
This item, of course, never appears in a tax return, for tax
accounting merely requires the derivation of taxable income.
When the method for determining the allowance for
depreciation for financial accounting purposes differs from
that allowed in tax accounting so that the current year
financial allowance is less than that used in computing
taxable income, say because financial accounting employs less
“accelerated” methods and/or longer lives, then the before-
tax financial income measure will exceed taxable income.
Inasmuch as this difference between financial and tax
accounting procedures essentially involves the time
distribution of depreciation allowances which ultimately must
aggregate to the same quantity, namely the cost of the
depreciable assets, the difference between financial and
taxable incomé, and hence the tax liability, must logically
27
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be treated as a "deferral" of taxable income and a
corresponding tax liability generated by this year's
before-tax income. 15/ Thus the accepted accounting
procedure requires that the amount of tax "deferred” be
included with the net tax due the current year as “tax
expense” the total of which when subtracted from before-tax

(financial) income yields "net"™ or after-tax (financial)

income.

If one is to compute an effective tax rate from
financial statements, then, the observer must decide whether
he believes the financial statement measure of depreciation
is more nearly correct, in a given year, than the tax return

mecasure of depreciation.

15/ Since the preparer of a financial statement must certify
the "correctness® of reported before-tax income, he is
obligated to use his measure of depreciation for the
year as "correct." The departure from this by the
Internal Revenue Code is, from this point of view, an
aberration.
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== 1If he concludes the tax measure of depreciation is
more nearly correct, then he should reduce
before-tax (financial) income by the apparent
understatement of depreciation and ignore "deferred
tax.” He should compute the effective tax rate from
the financial statement by dividing income taxes due
that yvear by the adjusted measure of before-tax

income.

-- If he concludes the financial statement of
depreciation is more nearly correct, he must then
estimate the probability that the “"deferred tax"
will ever be paid, and he must adjust the numerator,
and/or denominator accordingly. There are two
procedures that might be used for the adjustment:
one follows a cash accounting approach, the other

accrual methods.

Cash accounting:

Permanent deferral: If the observer believes that

# the corporation will continue tc replace its depreciable
capital indefinitely, then he will conclude the probability

of repayment of "deferred tax" is zero. In this event, under
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"cash accounting” rules, "deferred tax" may be ignored since
it will never be repaid; and en effective tax rate would be
computed by dividing the remaining tax due by the before-tax

income reported in the financial statement.

Temporary deferral: If the observer believes that
the corporation will experience a contraction in the near
future, the "deferral® of tax reported in the current year is
only temporary, for when failure to replace occurs, the
relationship between financial and tax accounting
depreciation allowances reverses and "deferred tax" will be
repaid. It is the present value of this future payment of
tax which, when added to tax due for the year, enters the
numerator of an effective tax rate calculation, with
financial before-tax income in the denominator. 7his
involves some accrual procedures to account for the

likelihood of future events.

Accrual accounting: Under this approach, the
adjustments entail consistent accrual of tax expense for the
year regardiess of the form in which the tax is "paid" and

corresponding adjustments to financial before-tax income.
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Permanent deferral: If the probability that the tax

will ever be repaid is zero, in effect the Treasury is making
a nontaxable grant of the "deferred tax" to the corporation.
Then this amount should be added to the reported financial
before-tax income to signify the accrual of this income to~

the corporation during the report year. ince the tax

generated by the corporation during the year is the sum of

"deferred tax" plus tax othervige due, fhis sum should be the
quantity divided by the adjusted fimancial before-tax income
to compute an effective tax rate. Altogether, permanent
deferral entails two transactions: generating a tax
liability aduring the year, part of which is *paid" in the
form of a noninterest-bearing IOU; the other is recognizing
that the future payment of the IOU is unlikely to occur, an
implicit increase in the year's income resulting from the
corporation's investment in property accorded preferred tax

treatment.

Temporaty Deferral: In this event the observer must
again compute the present value of tﬁe tax to be paid in the
future. The difference between this amount and the “"deferred
tax* for the year is a gain to the corporation. Then the
amount of this gain, which is less than the total “"deferred

tax” should be added to the reported financial before-tax
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income for use as a denominator in computing an effective tax
rate. The numerator in this case, as in the case of
permanent deferral above, includes both tax otherwise due and

(total) “"deferred tax."

(b) Other years' transactions in the current year tax

account.

We have already noted that the tax account is used to
clear refunds and subsidies in the form of credits in tax
returns. The same usage occurs in financial accounting.
However, the problems posed by this usage in financial
statements are more severe because the current year's tax

account will include refunds due to the carryforward of
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unrequited losses and credits attributable to prior years.l16/
The effects of these non-current-year transactions need to be
removed from the financial statement measure of tax in order

to obtain the amount of tax attributable to this year's

pre-tax income.

157 Problems posed by the financial accounting treatment of
the investment credit should also be noted. There is no
prescribed accounting standard for presenting the impact of
the investment credit earned during a report year. Under one
approach, the investment credit is simply treated as a
"recuction of tax" in the year earned. Since the aritnmetic
of this procedure merely reduces the provision for income tax
that is subtracted from income before-tax to derive "net
income", this is called "flow-through.” An alternative
procedure treats the investment credit as a subsidy received
from the government, the value of which is distributed over
the life of the qualified investment. Provision for income
tax is reduced only by the amount of the subsidy expiring
during the year, not by the creddit earned that year. Since
this method distributes the "reduction in tax" over the life
of the assets rather than all in the year the credit is
earned, the procedure is called "normalization.* Obviously,
one needs to know how a corporation treats the credit if he
is to use the "taxes" reported as the numerator of an
effective tax rate calculation.
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The information needed to effect all these adjustments
to financial reports of income and taxes is rarely available.
The recent Pederal Trade Commission computation of effective
tax rates paid by manufacturing corporations, submitted in
testimony before the Subcommittee on Antitrust, Consumers and
Employment of the House Committee on Small Business (March
21, 1978) 1illustrates these difficulties. That report,
based on financial data submitted to the FTC quarterly by a
sample of manufacturing corporations could not deal with
"deferred taxes™ by either of the two options mentioned
above. For this reason, its reported effective tax rates are
overstated. Nor could it rectify the annual "provision for
Pederal income taxes™ to eliminate the embudded clearance of
other years' transactions. The effect of this confusion of
elements in the effective tax rate numerators is not

predictable.

Due to all these difficulties in the use of financial
statements, plus the broader coverage of corporations by size
and industrial classification available in tax returns, and
notwithstanding the remaining omissions from adjusted taxable
income that have been noted previously, tax returns appear to
afford the single best source of data on the taxability of

corporation income.
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B. Interpretative precautions.

The divergence between effective tax rates and statutory
rates and the wide disparities in tax rates experienced by
corporations in different industries exhibited fn this report
cannot be viewed as surprising. Since 1918, when Congress
enacted the progenitor of percentage depletion in order to
stimulate the discovery of additional petroleum reserves
because gasoline supplies were then in dangerously shoét
supply, the income tax has been utilized as a vehicle to
modify resource flows in the private sector of the economy.
Some of these uses of the tax laws, like percentage
depletion, have been intentional: artificial bad debt
deductions have been provided to facilitate the expansion of
banking services; capitai gains treatment waa afforded timber
production as a conservation measure; the investment credit
was aimed to subsidize growth of the private capital stock to‘
increase productivity per man-hour; the WIN credit was
intended to encourage the employment of welfare mothers; the
Western Hemisphere Trade Deduction was intended to foster
greater participation of U.S. companies in the development of
this part of the world; exemption of interest paid by state
and local governments is intended to enable these

governmental units to borrow more cheaply; and rapid
35
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write-offs of depreciable assets have been provided to
subsidize a wide range of particular kinds of investment
perceived to be in the public interest, ranging from
childcare facilities to pollution control equipment. Others,
like intangible drilling cost deductions and similar
treatment of other preproduction expenses, have crept into
the tax laws inadvertently but were subsequently either
sanctioned by explicit enactment or by refusal to amend the

tax laws to eliminate the inadvertent preference.

(1) Implications of below statutory corporate effective

tax rates.

In view of this history, it is important that the
existence of low effective tax rates not be misinterpreted to
mean only that some owners of corporations are not paying
their fair share of tax and thereby enjoy higher
after-corporate-tax rates of return. Indeed, as indicators
of after-corporate-tax returns, effective tax rates are
grossly misleading. If one compares the industry categories
shown in Tables 2 and 3 as paying above average effective
‘rates with those paying below average rates, he would be
hardpressed in terms of general knowledge of the size, rate

of growth and stockmarket status of their shares, to
36



139

determine which group of stockholders was enjoying the
highest aftet-corporate-taxlrate of return., Does one suppose
the stockholders of automobile, chemical, computer and -
electrical machinery manufacturing companies eke-out a lower
after~corporation-tax rate of return than do stockholders of
banks and coal companies because the latter experience less
than half the effective tax rates of the former? The answer
clearly is n2¢cative. Because capital owners are concerned
with after-corporation~tax rates of return, not with
before-tax incomes, it is after-tax rates of return that are
equalized through the mobility of capital. Flows of capital
between industries ensures that the only difference between
high- and low-~tax rate industries will be higher pre-tax
rates of return in the former, lower rates in the latter.
The subsidized industries will have lower pre-tax profits
because their expansion in response to the subsidies they
have received either depresses market p}ices of their output
or causes them to bid-up the costs of labor and materials

they use.

The variances in industry effective tax rates are thus
not indicators of shareholder benefits, Rather they are
crude indicators of the ways in which the tax laws have been

used to influence the pattern of economic activity in the
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private sector. Resources have been pushed into the low
effective tax rate industries and away from high tax rate

industries.

(2) Effects on fairness of the tax systenm.

In effect, tax subsidies substitute for payments to
producers they would normally receive in the form of market
ﬁriées. Inasmuch as tax subsidies are in the form of
tax-exempt income, they also permit taxpayers with above
average incomes to escape paying their fair share of tax.
For example, because the interest on state and local bond
issues is tax-exempt, the bonds sell to yield returns that
are below the yields of taxable issues; this is the subsidy
element of the tax preference accorded state and local bond
issues. Historically, the spread between taxable and
nontaxable bonds has hovered around 30 percent -- if 10 .
percent is the yield on taxable securities, the comparable
tax-exenmpt yield would be about 7 percent. Thus a purchaser

of tax-exempt bonds pays, in this example, an "effective tax"”
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of 30 percent, and he "pays” this tax when purchasing
tax-exempt bonds no matter what his fncome status otherwise
would be. In this sense holders of tax~exempt bonds who
would be subject to tax at ﬁbre than 30 percent are not

paying their fair share of tax. 17/

11/ In the effective rate calculations in this report,
tax-exempt interest was simply added to the denominator.

This procedure has the unfortunate effect of exaggetatlng the
nontaxability of this form of income. An analytically
correct way to deal with tax-exempt interest would be to
inciude in the denominator the taxable equivalent of
tax-exempt interest and include in the numerator the "implict
tax" associated with the spread between the taxable and
nontaxable yields. Por example, assume $10 would be the
taxable yleld for a security held by a bank and the
tax-exempt interest it actually earns is $7., If we merely
express actual taxes paid, $0, as a percentage of the actual
income earned, $7, we obtain an effective tax rate of zero.
But, if we add the $3 spread to $7 to derive $10 of income in
the denominator and then place the $3 as an implicit tax in
the numerator, we obtain the correct effective tax rate, 30
percent. This analytically superior treatment of tax-exempt
interest could not be used for lack of necessary data in tax
returns.

39
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Similarly, the investment credit is a form of tax-exempt
subsidy which happens to be cleared through the tax system.
As such, $1 of credit is clearly worth. less to a small
corporation subject to tax at 22 percent than to a larger
corporation subiject to tax at 48 percent. Por the 22
percent taxpayer, $1 of credit substitutes for a market
(pre-tax) income receipt of only $1.28; for the 48 percent
taxpayer, the credit substitutes for $1.92 in market income.
18/ Again, in this gense, recipients of the investment and

WIN tax credits fail to pay their fair share of tax.

18/ 1In the effective tax calculations, the investment and
WIN credits are treated as "reaductions in tax." Another way
to view these credits, which are almost indistinguishable
from tax-exempt cash grants, is simply to treat them as such.
In this event the before-credits tax would appear in the
numerator of the effective tax rate calculation, and the .
credits earned would be added to the denominator. The result
of this alternative calculation would be a higher effective

tax rate than that computed by the procedure used in this
report.
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In sum, the pernicious aspect of tax subsidies is not so
much that they substitute for explicit subsidies regarded by
the Congress as serving the public interest and thereby cause
efffective tax rates té appear low, but that subsidies
prdvided through remissions of tax almost invarfably provide
subsidy benefits in nontaxable form.l19/ This has two highly
undersirable effects. Pirst, in an economy sych as the
United States, market prices serve to value resources. Gross
National Product, for example, is measured in market prices.
But market prices are generally in pre-tax terms, Thus, when
the government wishes to carry out a procurement or other
expenditure program, the dollars it budgets must be in
pre~-tax terms; and this fairly measures the economic
significance of the programs. However, if government carries
out its programs either by the expenditure of nontaxable

funds, as in the case of unemployment compensation and social

127 One recent exception to this generalization is the New
Jobs Credit enacted in 1977, This credit is structured so
that it enters the taxable incomes of employers (if wages do
not rise) or employees, just as would an equivalent waqge
subsidy paid in cash by the Department of Labor.
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security payments, or by remission of tax--a nontaxable “tax
expenditure®-~the budgetary impact understates the economic
magnitude of the government program: if the same program
that is financed by tax-exempt expenditures or nontaxable tax
subsidies were financed by normal expenditure programs, the
dollar cost would be properly seen to be higher. By

appearing to be “cheap,” tax subsidies may be overused.

second, in a tax system that imposes progressive rates,
implementation of government programs by nontaxable
expenditures and tax subsidies confers benefits that are
proportional to the income status of the taxpayer. Put
another way, such programs enable taxpayers to legally avoid
paying their fair, statutory, share of taxes to support the
agtivities of government, including the activities
subgidiged.

42



Table 1.-Incoms Measures, United States and Yoreign Tax Lisbilities; Por Memfinencial
Corporations Piling Incoms Tax Returns, By Sigze of Adjusted Assetrs; 1972

: Asser Stxe (dollars) —

: 1 1 : 50,000 : 250,000 : 1,000,000 : 5,000,000:10,000,00025,000,000:50,000,000 .1 bill. :.25 bill,:.5 bill.q M4ll,
T All 3 under ¢ under : wunder : wvnder @ wunder : under : under : undaer : : under tvader ! or

X sizes 1 i 3 i 000,000 :10,000,000:2 H $

I. (dollar amounte 1in millions)
All cerperatisms,

with and without

basic vorldwide

tamable incoms:

Mumber......... (s) 1,625,113 716,647 604,393 232,789 58,267 6,161 3,606 1,363 32 385 247 148 175
U.S. tax, after

cradics.......(b) 9,130 211 1,254 2,738 3,643 X,400 1,691 1,37 1,514 2,288 2,190 2,3% 8,498
Basic worldwide

taxable tncows(c) 75,150 -253 3,810 6,670 7,028 2,699 3,287 2,907 3.n? 3,313 5.289 3,951 29,13
Kffeccive tax

[ 7 TP [C)] 38.8 - 32.9 4l1.0 31.8 51.9 51.4 47.2 4.7 43.0 Al.é ».2 29.2

II.

Corporations wich
basic worldvide
Ancoms taxable
as such (axcludes
Subchapter § and
DISC corpor
ations): .

752,31 235,978 320,39 149,151 38,008 3,989 2,417 928 532 451 198 129 154

0.8,

cradits.......(b) 29,100 211 1,253 2,7% 3,641 1,399 1,668 1,372 1.512 2,283 2,189 2,333 8,481
Basic worldwide
tazable incoms(c) 84,280 1,003 4,741 .53 8,585 3y 3,904 327 3,660 5,870 5,803 6,779 29,950

Effective tax
rage,..

.5 a.0 26.4 %.3 2.4 A3.4 43.2 2.5 4.3 38.9 3.9 p Y 28.3

adjeated world-
wide income:

Busbar.. . i00e0.(0) 871,865 300,486 357,612 162,049 41,940 4,451 2,707 1,038 393 494 203 1% 1%
Worldvide tax

1labi)icies,

sat of U.S.

Amvesruant end

VIN creiics...(d) 38,220 269 1,348 2,811 3,725 1,443 1,761 1,4% .63 2,632 2,538 2,985 15,620
Adjwatad world-

wide {acoma...(c) 93,440 1,305 5,318 8,186 9,382 3,543 4,30 3,542 4,00 6,449 6,251 7.342 3,780

Kffective tax

tate. «{8) 40.9 20.6 25.4 4.3 ».7 0.7 40.9 41.0 40.6 0.8 40.6 40.7 46.2

Office of the Secrutary of the Tressury
Offiorof Tax

a¥1



hh

Table l.~Income Measures, United States and Foreign Tax Liabilities; FPor Nonfinancial
Corporations Filing Income Tax Returns, By Size of Adjusted Assets; 1972

B Asset Size (dollars)

: : 1 : 50,000 : 250,000 : 1,000,000 : 5,000,00G10,000,000:25,000,000: 50,000,000: 1 b11l.: .25 bill.: .25 bill.: 1 ball.
: All : under : under ; under : under ¢ under : wunder : under : under : under : under : under : or
:sizes  : 50,000 : 250,000 :1,000,000 : 5,000,000 :10,000,00%25,000,000:50,000,000:100,000,000:25 b4i1: .5 bill. 1 bill: more
(dollar amounts in millions)
Iv.
Corporations with
U.S. source
adjusted income:
Number..........(a) 871,548 300,435 357,571 161,992 41,856 4,430 2,692 1,029 579 485 199 128 152
U.S. tax liability
after investment
and WIN credic.(d) 29,610 268 1,37 2,808 3,696 1,419 1,719 1,391 1,533 2,313 2,218 2,374 8,521
Adjusted U.3.
source income..{(c) 78,330 1,302 5,310 8,174 9,298 3,473 4,177 3,375 3,760 5,676 5,348 5,830 22,600
Effective tax
TALR, verannanann (a) 37.8 20.6 25.4 34.4 39.8 40.8 41.2 41.2 40.8 40.8 41.5 40.7 37.7
v.
Corporations with
foreigu source
income:
Nusber.....,.....(a) 4,240 141 423 659 1,111 377 443 276 221 266 123 9% 106
Foreign tax
liabilicies..... () 8,53.7 0.4 0.5 2.6 23.9 23.7 39.9 61.4 102.2 308.9 319.4 594.0 7,053.8
Foreign source
income..........(c) 15,210.0 3.6 3.2 11.2 85.6 69.4 126.9 172.4 305.8 819.$ 889.6 1,527.3 11,190.0
Effecciva tax
rate...ceiaanoan. ()] 56.1 11.3 14.3 23.1 28.0 34.2 31.4 35.6 33.4 37.7 35.9 38.9 63.0

Office of the Secretary of the Treasury
Office of Tax Analysis
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Table 2. - Effective Tax Rates on Worldwide Income,
All Corporations With Income, and Corporations
With Under $1,000,000 of Assets, by Industry; 1972

All Corporations

Corporatirns with under $1,000,000

: : of Assets
: Industry : Effective : Effective : Corporations
Industry H rank H tax rate : tax rate included
===~=-«--P e r cen t
Petroleum and natural gas 1 59.4 23.8 85.1
Manufacturing, not elsewhere classified 2 41.9 32.3 86.2
Wholesale and retail trade 3 38.8 32.0 94.9
Credit dealers, brokers, insurance agents 4 38.1 29.1 95.1
Paper and allied products 5 37.4 32.4 79.5
Communications 6 35.7 27.6 79.6
Elestric, gas, and sanitary services 7 35.4 28.0 89.8
Lumber and wood products (nonfurniture) 8 34.2 32.2 87.5
Contract construction 9~ 33.7 28.4 95.2
Primary metals: ferrous 10 33.1 33.2 75.7
Primary metals: nonferrous 11 32.4 25.4 72.4
Services 12 31.6 26.5 97.5
Transportation 13 30.3 26.6 94.3
Real estate 14 28.9 26.2 94.7
Agriculture, forestry, and fisheries 15 28.0 23.6 94.4
Unclassifiable businesses 16 27.0 25.4 98.8
Coal Mining 17 26.7 24.7 84.3
Mining, not elsewhere classified 18 26.2 22.4 76.8
Banking 19 19.4 26.8 6.7

Office of the Secretary of the Treasury

Office of Tax Analysis
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Teble

2s.-Kffective Tax Raies on Worldvide Incoms, All Corporations With lacoms, by Industry and Sise of Assacs; 1972
. Asset gize 1lars
50,000 1 250,000 :1,000,000: 5,000,000:10,000,000: 25,000,009 50,000,000: .1 bill. T .29 bill.: L5 bill.: 1 bAll.
under uwndar under : under ! und ¢ vnder : woder : under : or
230,000 10, 3,000 30,000,000: 225 BATY. ;.8 i1, : 1 Bill. : more
dollar smounts im thousands.
Petroleum &
Dazural gas
3.8% 1,154 1,643 e 2 60 41 i 13 16 S 4 19
b. 6,154,972 1,23 1.169 9.4 32,160 11,957 15,689 33,676 12,693 30,385 70,566 106,697 5,821,312
Cens -.. 19,370,000 6,460 32,363 36,108 104,081 46,976 60,184 103,240 56,873 115,072 180,802 205,800 9,424,943
Geiieriiians 59.4 19.1 22.2 26,1 2.9 25.4 6.1 34.5 2.3 26.4 9.0 51.8 61.8
101,120  24,56% 37,698 24,860 10,300 1,547 1,008 43 265 2% 65 49
. 17,740,000 24,674 176,949 661,313 1,369,089 682,593 914,479 797,999 997,162 1,709,830 1,819,956 2,026,364 6,559,199
Cuverecennss 42,340,000 118,784 712,213 1,843,761 3,330,523 1,595,464 2,143,554 1,791,328 2,331,000 4,056,048 4,303,458 4,783,185 15,230,000
L PR 41.9 20.8 2.8 35.9 Al.1 2.8 42.6 42,2 42.8 4.2 2.3 42.4 43,1
Wholessle
and reciil~
trade
302,573 8,828 19,258 62,953 13,560 1,020 s10 194 90 62 14 )
. 5,600,293 75,918 369,761 1,208,577 1,208,778 322,161 333,525 283,117 192,095 243,916 181,670 227,769 753,006
ceees 16,420,000 351,246 2,119,501 3,331,895 2,904,028 756,19 799,710 641,879 464,011 574,360 A42,489 560,317 1,477,513
[ P 3.8 1.8 26.9 3%.3 &1.& «2.6 41.7 4.1 4l.4 42.5 41,1 40.6 51.0
49,186 22,228 18,414 6,124 1,836 224 201 7” 5% 3 9 4 4
TAB,433 20,381 74,579 85,942 113,380 50,480 74,267 41,677 87,37 56,318 38,034 87,926 120, 362
2,225,536 96,013 275,261 251,113 283,879 119,061 176,133 190,215 212,911 133,045 92,116 197,713 28,077
38.1 1.2 27.1 34.2 9.2 2.4 42.2 4.3 41.0 %0.2 41,3 4.5 42.8
177 780 859 n2 50 43 i1 22 15 4 6 4
78 3,284 21,485 3,527 19,49 22,787 15,437 86,186 73,254 32,681 57,272 218,340
. 862 15,354 60,560 87,663 48,119 58,822 38,933 210,008 194,573 191,572 199,643 351,211
[ P 3.4 9.0 .4 35.5 A7 40.% 38.8 3.5 41.0 37.6 32.2 28.7 .6
3,841 633 1,686 %% 619 86 4 13 13 10 3 - &
1,258,969 407 7,213 10,248 40,406 14,450 26,429 7,793 15,163 38,787 32,211 - 963,451
seer 3,528,297 2,38 29,270 33,065 108,091 37,280 68,940 20,079 44,398 96,048 87,472 - 2,763,893
[ 3.7 17.6 24.6 au.o 3.4 .8 6.2 3. 3.0 40.4 3.8 - K9

s = Wumber; b = Worldwide tax lisbilitfies wet of U.5. favestwsnt eud VIR credit; c » Adjusted worldwide incoms; ¢ » Effactive tax rate
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Table 2a.-Kffactive Tax Rates on Worldwide Imcome, All Corporations With Incoms, by Industry and Size of Assets; 1972

B Assst_size
: T 1 : 50,000 ¢ 250,000 : 1,000,000: 5,000,000:10,000,00025,000,000° 50,000,000: 1 bill. : .25 bill.:.3 bill, : 1 billdon
Industry, @ All : ynder ! under : under : under : wunder : under : under : under : wunder under : under or
itew i_sjgee ! 50,000 * 250,000 :1,000,000 : 5,000,000:10,000,000:23,000,000:50,900,000;100,000,000: .25 bil). 23 111, 7 1 b1ll, : wore
(dollar smoumts in thousands)
Klectric, gas,
and sanitary
sarvices
Besaeas 4,534 1,700 1,755 615 173 35 &0 29 25 41 3 26 &2
b. . 1,363,293 646 7,350 12,989 9.550 6,146 19,124 23,933 26,716 107,901 164,417 204,901 779,813
Conanns . 3,853,979 3,802 3.2 39,508 27,497 17,011 49,756 69,436 69,042 282,289 426,003 577,831 2,269,124
LTI 35.4 17.0 3.2 2.9 %.2 3.1 38.4 s 382 38.2 38.6 33,5 3.4
Lumbar and
wood
products
(nonfurniture)
s 5,871 913 2,641 1,586 591 74 39 19 L] 8 - - -
437,308 865 10,809 47,511 95,913 41,148 30,270 13,829 20,068 39,535 - - -
Covssronns-ao 1,279,036 4,352 42,516 132,257 242,519 102,758 77,234 39,097 55,877 117,128 - - -
[ 34.2 19.9 22,8 3%.0 39.6 &0.0 39,2 25.4 35.9 3.8 - - -
Contract
coastruction
a. PRRN 73,223 28,613 29,43 11,684 3,03 150 12 b 22 11 - - -
B.. . 901,312 X,711 133,760 219,186 258,879 64,414 63,587 22,811 40,199 62,951 - - -
teeees 2,676,493 150,467 542,022 656,713 678,637 167,594 157,361 60,582 102,979 142,199 - - -
[ P 33.7 20.4 4.7 R EN) 38.2 8.4 40.4 3.7 39.0 4.3 - - -
Primary
wetale—
ferrous
oo e 1,730 405 496 408 282 53 33 19 11 5 - 7
b. . 447,086 319 2,514 1.1» 46,441 22,205 28,828 25,621 21,680 72,722 25,337 - 189,926
Crrvovenanes 1,351,715 2,48 10,208 30,184 110,452 53,347 65,761 63,698 59,472 176,%01 83,837 - 682,800
[ T na 22.1 24.6 3.9 62.0 41.5 43.8 40.2 36.4 Al.1 3.2 - 27.8
Unclassifiable
businessas
[ PR . 2,865 2,15% 487 189 29 - - - - - - - -
b. 8,698 2,39 2,188 1,933 1,51 - - - - - - - -
[ 32,185 9,269 7,765 8,637 3,513 - - - - - - - -
[ I 22.0 25.8 28.2 2.4 4.8 - - - - - - - -
Coal mining
Berrarraenes 737 177 243 196 70 19 10 10 3 - - - -
Buicinanans 52,752 116 1,438 3,026 6,798 5.458 4,410 4,175 4,414 - - - -
Cocinene 192,596 5717 $,655 12,18 24,831 19,836 17,651 21,656 16,723 - - - -
L 6.7 1.8 25.4 .6 27.4 2.5 25.0 19.3 26.4 - - - -

a = Nusber; b = Worldwide tax liabilities net of U.S. investment sud WIN credits; c = Adjusted worldwide income; d = Effective tax vate

6¥1



8h

Table 22.-Effective Tax Rates on Worldwide Income, All Corporations With Income, by Industry and Size of Assets; 1972

Asset size (dollars)

1 s 50,000 : 250,000 :1,000,000 : 5,000,000:10,000,000:25,000,000: 50,000,000: .1 bill.: .25 bill.: .5 bill.: 1 bill.

Industry All ¢ upder under : under : wunder : under : under : under ° under ¢ under ! wunder ! under ! or
item i sizes 350,000 : 250,000 :1,000,000 :5,000,000 :10,000,000:25,000,000:50,000,000:100,000,000:.25 b1ll.: .5 bill, : 1 bill. : wmore
(dollar amounts in thousands)
Mining not
elsevhere
classifled
Bevincnnnen 1,863 - 752 679 248 47 21 11 - - - - -
67,420 - 2,702 9,899 15,268 11,234 7,435 8,586 - - - - -
257,395 - 14,121 42,058 57,260 41,272 26,299 33,279 - - - - -
26.2 - 19.1 23.5 26.7 27.2 28.3 2.3 - - - - -
17,947 - 385 823 5,787 3,774 3,528 1,573 897 601 227 117 78
1,646,672 - 1,562 3,282 76,063 100,677 157,800 133,218 134,872 220,569 182,813 152,624 483,090
Corveceases 8,495,566 - 4,895 13,180 365,883 530,487 869,165 697,609 675,026 1,042,793 901,414 882,036 2,512,773
[ P 19.4 - 31.9 24.9 20.8 19.0 18.2 19,1 20.0 21.2 20.3 17.3 19.2

a = Number; b = Worldwide tax liabilities net of U.S. investment and WIN credit; c¢ = Adjusted worldwide income; 4 = Effective tax rate

0st
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Table 3.-Effective Tax Rates on U.S. Source Income

All Corporations With Income and Corporations

With Under $1,000,000 of Assets, by Industry, 1972

:Corporations with under $1,000,000

: All corporations : of Assets
1/ : Industry H Effective : Effective Corporations
Industry 3 rank : tax rate @ tax rate H included
--------------- Percent
Manufacturing not elsewhere classified 1 42.0 32.3 86.2
Paper and allied products 2 38.4 32.4 79.5
Credit dealers, brokers, insurance agents 3 38.3 29.0 95.1
Wholesale &and retail trade 4 38.0 32.0 94.9
Communicatiors 5 36.1 27.6 79.6
Electric. gas, and sanitary services 6 35.3 28.9 89.8
Lumber and wood products (nonfurniture) 7 34.6 32,2 87.5
Primary metals: ferrous 8 33.7 33.2 75.8
Contract construction 9 33.4 28.4 95.2
Services 10 31.6 26.5 97.6
Transportation 1 30.1 26.6 94.3
Primary metals: nonferrous 12 29.4 25.4 72.6
Real estate 13 28.9 .26.2 94.7
Agriculture, forestry and fisheries 14 28.1 23.4 94.4
Unclassifiable businesses 15 27.7 26.1 98.8
Mining not elsewhere classified 16 25.6 22.4 76.9
Petroleum and natural gas 17 24.7 23.8 85.5
Coal mining 18 19.4 24.7 84.3
Banking 19 18.6 26.8 6.7

Office of the Secretary of the Treasury
Office of Tax Analysis

1/ See Appendix for detailed industry categories in groupings shown here.
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Table Ja-Effective Tax Rates oa U.S. Source Income, All Corporstiona with Income, dy Industry and Sise of Assets; 1972

: : 1 t 30,000 : 250,000 :1,000,000: 3,000,000;10,000,000,25,000,000; 30,000,000;.1 »411. :.25 bill. : .5 bill. : 1 bill.
T Al : under : umder : under : under : under ; under : wunder ; under ; under : under : wunder or
: 1 H '3 10,000,000; 25,000,000 30, 000, 000, 100,000, 000, i ~ F

(dollar amounts {n thousands)

ceereses 101,026 24,565 37,683 24,832 10,276 1,53 1,002 429 233 228 9 62 47
eeees.15,290,000 24,674 176,244 660,443 1,339,798 669,408 889,302 164,692 921,756 1,490.247 1,546,463 1,606,829 35,182,941
seereeiee: 36,430,000 118,784 709,889 1,840,506 3,303,413 1,357,431 2,071,128 1,789,77% 2,134,216 3,497,982 1,499,338 1,688,29¢ 12,220,000

a2.0 20.8 24.8 35.9 4.2 43.0 42.9 42,7 4.2 42.6 4.2 43.6 424
2,284 177 780 839 n2 £l 4) 11 22 15 4 6 0
521,669 7 3,284 21,465 36,523 18,810 22,5% 15,378 73,360 72,670 30,312 48,620 176,639
1,357,882 862 15,35 60,475 87,460 46,370 58,014 38,387 181,434 192,972 95,916  170,93% 409,722
[ P 38.4 9.0 2.4 3.3 4.8 40.6 8.8 40.1 45 n.7 3.6 8.4 4.1
Credte
49,164 22,228 18,399 6,122 1,836 224 199 76 40 23 9 4 -

822,426 20,381 74,560 83,596 112,952 50,057 71,710 40,989 83,169 52,145 36,736 87,630 -
Corvennnrensss 2,147,277 96,010 275,231 250,44) 287,627 117,377 168,472 98,760 201,965 127,998 86,854 192,539 -

[ ) 38.3 1.2 7.1 34.2 39.3 42.6 42,6 41.5 41.2 40.7 42.3 45.5 -
Wholesale and

retail trade

... eeees 302,511 84,828 139,238 62,923 13,545 1,013 367 195 as 61 18 L 7

Coaean

e 5,290,425 75,841 569,760 1,207,296 1,202,369 317,498 328,907 269,661 189,843 220,127 167,393 183,030 358,698
«e+-+13,920,000 350,117 2,117,564 3,327,309 2,882,017 740,177 765,03) 617,861 437,983 325,114 406,158 448,136 1,267,055

L R 38.0 21.7 26.9 36.) ALY 42.9 1.9 43.6 AL.4 41.9 41.2 40.8 4.1

Commmications B
.. 3,841 €3 1,686 kel 619 66 oAb 15 15 10 3 - ¢

407 7,215 10,248 40,406 14,450 28,429 7,793 13,762 38,464 31,948 - 948,321
-+3,413,691 2,318 29,270 33,063 108,091 37,280 68,940 20,079 40,729 92,032 86,831 - 2,694,345
diciearannsens 3.1 12.8 24.6 3.0 7.4 3.8 41.2 8.8 338 1.8 36.8 - 35.2

a = Bumber; b = Worldwida tax liabilities net of U.5. investment and VIN credit; ¢ = Adjusted worldwide locome; d = Effective tax rate,

Office of the Secretary of the Treasury
Office of Tax Aaslysts
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Table da.-Kffective Tax Rates om U.S. Sowrce Incoms, All Corporatioms With Income, by Industry and Size of Assete; 1972

Size (dollars
000,000 : 5,000,000 :10,000,000:25,000,000¢ 50,000,000 .1 biil.:.25 bi1l, .5 B2, 1 1 bill,
wader 1 under unde H ar ! under @ ] or

Klactric, gas,

and sanitary !
sarvices 1
Beoas reana 4,53 1,700 1,758 ¢ 815 173 35 &0 29 25 41 b 26 42
b 1,354,513 646 7,330 ’K 12,989 9,556 6.146 19,124 23,727 26,716 107,058 164,417 204,187 72,59

cesetnes 3,835,767 3,802 31,632 1 9,506 27,497 17,011 49,756 60,05 69,042 280,523 426,003 574,492 2,2%.438

3.3 17.0 3.2 n.9 .8 %.1 38.4 ¥’ 38.7 38.2 38,6 3.8 34.2
Lusber aad
wood
products
{oonfurnicure)
5.8N 913 2,641 1,586 591 74 39 10 6 (] - - -
431,952 865 10,809 47,51 95,856 41,036 30,256 13,821 20,033 39,480 - - -
« 1,248,781 4,352 47,516 132,237 242,087 102,44 76,350 39,044 33,710 116,733 - - -
L . .6 1.9 2.8 3%.0 ».6 40.1 9.4 35.4 36.0 pA R - - -
Primary
mozals:
farrous
[ PP RT RN 1,727 405 496 408 2. 33 n 19 1 10 ) - 7
| TR - ¥0,370 519 2,514 11,1% 45,459 22,204 28,303 25,79 20,281 61,842 22,768 - 149,985
€oovnenvnraas 1,157,523 2,48 10,208 30,108 108,39 33,546 64,866 60,904 35,498 152,213 76,480 - 530,446

Qeerivinnnnn. 337 22.1 2.6 37.0 4.9 1.3 43.9 41.1 36.5 40.6 9.8 - 2.3

28,613 29,438 11,684 3,002 250 3 33 21 10 - - -
3,711 133,760 . 219,186 255,13 64,303 62,490 21,177 38,13 41,731 - - -
150,467 542,022 , 636,596 658,216 167,152 152,765 34,033 97,644 98,851 - - -
20.4 2.7 3.4 38.2 3.5 40.9 38.8 ».1 42.2 - - -
90,470 43,321 13,803 3,034 hx1 1 194 39 30 27 3 4 =
78,803 164,799 214,528 177,509 81,642 81,849 77,600 43,842 61,430 13,470 61,876 -

393,608 666,824 . 664,049 493,69 213,332 209,466 193,124 132,363 179,077 54,903 147,487 -
3.6 19.9 24.7 2. 3.0 s .1 40.2 ».1 n.3 28.2 42.0 -
26,321 9,864 10,318 4,630 1,077 174 122 50 29 28 17 7 13

761,312 7,30 38,693 78,065 91,698 49,223 76,922 34,164 49,504 49,979 134,060 63,360 88,485
. 2,593,280 »,677 180,174 247,572 243,013 128,497 192,055 150,823 148,349 149,9%0) 71,888 188,415 350,901

Geonniiennns 2.1 18.6 21.3 1.5 37.4 3.3 40.0 35.9 .4 33.3 %.0 3.6 16.1

& = Bumber; b = Vorldwide tax lisbiiities sat of U.8. investment amd WIN credit; ¢ = Adjusted worldvide incoms; d = Rffective tax ratge.

Office of the Secratary of the Treasury
Office of Tax Amalysis
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Table la.-Effective Tax Rates on U.S.

Source Incoms, All Corporations With Incoma, by Industry and Size of Aasets; 1972

Indumtry
item

Primary
metals:
nonferrovs

Agriculture,
forestry,
and
fishertles

Unclassifiable
busicesses

Cocrvrnnran

[ P

1,243
221,149
752,563

29.4
133,189
695,230

2,402,425

28.9

18,421
177,472
631,835

28.1

2,864
8,420
30,38

2.7

1,862
61,853
241,699

25.6

31,081
19,663
95,309

20.6

5,324
7,145
36,016

19.8

2,154
2,112
7,452

28.3

442
2,496
9,057

7.6
65,292
136,042
553,351

2.6

7,311
21,478
110,35

19.5

487
2,188
7.765

28.2

752
2,622
13,7178

19.0

250,000

under

283
4,574
16,284

8.1
29,714
195,139
689,793
28.3

4,75
48,623
181,193

26.8

189
1,933
8,637

22,4

679
9,899
42,058

23.5

1,000,000: $,000,000: 10,000,000 25,003,000: 50,000,000

under

under

under
000

{dollar amounts fn thousands)

238
33,402
80,911

41.3
6,218
169, 307
518,543

3.6

906
47,798
151,184

J1.6

29
1,331
3,513

43.6

248
15,268

57,260 _

26.7

43
14,248
35,163

40.5
499
40,094
137,291

29.2

74
15,693
42,945

3%.5

47
11,23
41,269

27.2

22
13,592
34,835

257
48,480
156,492

31.0

»
13,196
45,603

28.9

21
6,628
25,104

26.4

7
7,922
19,010

82
34,963
193,653

3.7

8
7,993
22,923

35.0

1
8,586
33,27%

25.8

«1 b1ll, :.25 bp1ll.

5 bill.: 1 bill.

under : under wnder or
000:.25 b11l. : .5 bill. 1b111.: wmore
15 6 - - 5
37,486 21,994 - - 17,9%2
113,601 69,869 - - 160,048
33.0 31,3 - - 11.2
26 17 - - -
19,107 27,416 - - -
51,681 81,442 - - -
37.0 ng - - -
- 4 - - -
- 10,184 - - -
- 28,712 - - -
- 35.5 - - -

& = Number; b = Worldwide tax liabilities nat of U.S. fnvestmant and WIN credit; c = Adjusted vorldvide incoms; d = Effactive tax

Tate.

Office of the Sacretary of che Treasury
Office of Tax Analysis

g



€S

Table 3a.-Effective Tax Rates on U.S. Source Income, All Coxporations With Income, by lndustry and Size of Assets; 1972

Asset Size (dollars)

H 1 H 50,000 : 250,000 :1,000,000: 5,000,000:10,000,000:25,000,000: 50,000,000: .1 bill. :.25 bill. :.5 bill.: 1 bill.
Industry : All : under ¢ wunder : under : under : under : under : under : under : under : under : under : or
item : sizes : 50,000 : 250,000 : 1,000,000 :5,000,000:10.000.000:25.000,000:50,000,000:100,000,000: .25 b11l.: .5 bill. : 1 bill.: wore
(dollar amounts in thousands)
Petroleum
and
natural
gas
Bevvvveonan 3.878 1,154 1,443 718 379 60 40 30 13 15 4 4 18
BDeveseannan 714,643 1,234 7,169 9,406 31,026 11,956 12,069 29,609 11,826 25,727 55,172 20,957 498,491
Covnnnnnnnn 2,893,401 9,460 32,363 36,050 101,678 46,973 50,104 89,239 53,004 100,517 157,061 118,183 2,101,769
[- P . 24.7 19.1 22.2 26.1 30.5 25.4 24.1 33.2 22.3 25.6 35.1 17.7 23.7
737 177 248 196 70 19 10 10 - - - - -
35,739 126 1,438 3,026 6,798 5,457 4,410 4,176 - - - -~ -
184,017 577 5,655 12,315 24,831 19,834 17,651 21,656 - - - - -
19.4 21.8 25.4 24.6 27.4 27.5 25.0 19.3 - - - - -
17,938 - 384 823 5,787 3,774 3,527 1,578 897 599 227 117 22
1,413,574 - 1,562 3,282 76,063 100,676 157,735 133,238 134,803 217,336 181,236 147,283 260,287
7,616,205 - 4,895 13,180 365,883 530,457 868,841 697,541 674,652 1,029,589 892,091 853,489 1,685,280
devernvnnns 18.6 - 31.9 26.9 20.8 19.0 18.2 19.1 20.0 21.1 20.3 17.31 15.4

a = Number; b = Worldwide tax liabilities net of U.S. investment and WIN credit; c = Adjusted worldwide income; d = Effective tax rate.

ge1

Office of the Secretary of the Treasury
Office of Tax Analysis
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Appendix

Industry Descriptions

1 Agriculture, forestry, fisheries
2 Banking
Mutual savings banks
Banks and trust companies
Savings and loan associations
Coal mining
Communications

Contract construction

o Wn e W

Credit dealers, brokers, insurance agents
Personal, business, and other credit agencies
Securities brokers, dealers and flotation companies
Commodity brokers and dealers, security and commodity
exchange and allied services
Insurance agents, brokers, and service
Other real estate and combinations of real estate,
ingsurance, loan, and law offices

7 Electric, gas and sanitary services
8 Lumber and wood products (nonfurniture)

9 Manufacturing not elsewhere classified
Apparel and textiles
Chemicals and allied products
Pabricated metal products
Food and kindred
Furniture and fixtures
Leather and leather products
Machinery
Miscellaneous manufacturing products
Printing and publishing
18clentiflc instruments, photographic equipment, watches,

clocks

Stone, clay and glass products
Tobacco
Transportation equipment

10 Other mining
Miscellaneous metal mining
Non metallic minerals (except fuels) mining

11 Paper and allied products
Sy



12

13

14

15

16
17
18
19

157

Petroleum and natural gas
Crude petroleum and natural gas
Petroleum refining and related industries

Primary metals: ferrous
Iron ore mining
Perrous metal processing and basic products, and
primary metal products not elsewhere classified

Primary metals: nonferrous
Copper, lead and zinc, gold and silver ores
Nonferrous metal processing and basic products
Real estate
Except other real estate combinations of real estate,
insurance, loan and law offices
Services
Transportation
Unclassifiable business

Wholesale and retail trade
55

46-559 0 - 78 - 11
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Definitions of Terms

Adjusted assets - Total assets less the smaller of "accounts
payable®” or “accounts receivable®. Accounts receivable
are trade notes and acounts receivable minus allowance
for bad debts plus other current assets. Accounts
payable are accounts payable plus mortages due in less
than one year plus other current liabilities.

Adjusted U.S. source income - See U.S. source adjusted income.

Adjusted worldwide income - Basic worldwide taxable income
plus charitable contribusions, tax exempt interest,
public utilities dividend paid deduction, Western
Hemisphere Trade deduction, other preferences as defined
in the minimum tax calculation, foreign taxes deemed
paid and not elsewhere included in income, and the net
operating loss deduction.

Bagic Worldwide Taxable Income - Net income as defined by the
Internal Revenue Code, i.e., gross income from all
sources less all allowable deductions, including the
so-called speical deductions for net operating loss
carryforward, dividends received, and Western Hemisphere
Trade.

Deferred income taxes - When financial report income exceeds
taxable income because certain deductions are taken for
tax purposes prior to the time they will be recorded in
the financial books-of-account, this is taken to mean
that fncome tax on the diference between the two
measures of income is "deferred." Deferred taxes are
therefore estimates of the current year's tax expense
which will be paid in some future year.

DISC corporations - Domestic International Sales Corporations
established by The Revenue Act of 1971, Public Law
92-178, are entitled to special tax treatment for
taxable years beginning on or after January 1, 1972,

The income of these corporations is untaxed and one half
of such income is deemed to be distributed to the parent
corporation and taxed at the parent corporation level.
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Poreign_source_income - Reported Form 1118 source income plus
the Western Hemisphere Trade Deductions plus foreign
taxes decemed paid and not elsewhere included in income.

Poreign tax credit carryforeward -~ A credit for taxes paid on

foreign source income in excess of U.S. statutory rates
in a previous year used to reduce current year U.S. tax
payments.

Foreign tax liabilities - Poreign taxes paid and deemed paid

Investment tax credit - A tax credit egual to 7 percent in
1972 of the purchase price of machinery and equipment
with a useful life of 7 years or more. The credit for
shorter-lived property is reduced. The amount of the
credit in any one year cannot exceed the first $25,000
of tax liability for the year plus one-half the tax
liability in excess of $25,000,

Net operating loss carryforward - A taxable income deficit in
previous years deducted from current year income.

Subchepter S corporations - Certain small corporations with
fewer than 10 stockholders and having one class of stock
that are subject only to capital gains taxes on certain
transactions. The taxable income of such corporations
is attributed and taxed to shareholders whether or not
distributed.

Worldwide tax liabilities, net of U.S. investment and WIN
credits - Net domestic income and minimum taxes due plus
foreign taxes paid and deemed paid plus foreign tax
credits carried forward and taken plus tax on
recomputation of the investment credit.

U.S. tax liability after investment and WIN credit - Worldwide
tax liabilities net of U.S. investment and WIN credits
minus foreign tax liabilities.

U.S. source adjusted income - Adjusted worldwide income minus
foreign source income.

U.S. tax after credits - Total taxes paid. This is the net
fncome and minimum tax due and payable to the Treasury
atfter foreign, investment and work incentive credits.

WIN credit - A tax credit of 20 percent of certain expenses
ncurred in the empoiyment of welfare recipients,
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[The prepared statement of Mr. Smith follows:)

STATEMENT OF RicEARD M. SwitH, DirEcTOR, PoLigy CooRrpiNaTION Poricy
AND EvaLuaTiON, DEPARTMENT OF ENERGY

I am pleased to appear before you today to discuss briefly financial issues re-
garding the oil and gas industry and the significance of these issues to future
exploration and development.

Assembling a complete picture of the capital reguirements profitability, and
motivatingsﬁnanclal elements of the oil and gas production industry is a complex
task., Mr. Sunley, of the Department of Treasury, has provided a very complete
and excellent description of the historical financial indices for the oil and in-
dustry, As Mr. Sunley points out, the financial data for the industry as a whole is
difficult to relate directly to oil and gas exploration and development because of the
wide range of activities of the integrated firms and the inability precisely to dis-
agﬁregate such factors as profitability, debt-equity ratios, and cost of capital.

'ortunately, however, the historical record of direct expenditures for oil and
as exploration and development is documented by the Department of Commerce,
ual Survey of Oil and Gas, and the industry-sponsored Joint Association
Survey. Those cost and exﬁenditure data, along with projected levels of production
and the revenues that will be received therefrom, can be extrapolated into the
future with reasonable confidence levels, That data supports projections of rev-
enues, exploration and development expenditures, tax consequences, and net cash
flow positions for that segment of the industry that is engaged in conventional oil
and gas exg}grstion, development, and production. To be sure, projections of the
future in this area must be allowed a range of variability to cover uncertainties.
But, the uncertainty is focused upon the discrete production-related activities of
the industry, rather than on difficulties in precisely dissggregating total industry
financial data.

The Department of Energy and several other groups and institutions, over the
past two years, have analyzed this data and made projections of the capital
requirements of thzgetroleum production industry for the next several years—
typically through 1985.

ere is unanimous agreement fromn these studies that the future capital re-
guirements of the domestic oil and gas industries will be great—on the order of
200 billion (1979 dollars) or more through 1985. There are civerse opinions,
however, regarding the precise magnitude of these requirements, the role that
cash flow will play in determining the level of exploration and development, the
methods by which new projects will be financed, and the ability of the industry
to obtain necessary capital,

In an endeavor to reconcile or explain these various conclusions re arding
capital needs and capital sources of the petroleum industry, DOE in mid-197
commissioned a study by ICF, Incorporated (hereafter referred to as the ICF
study) to analyse and compare the Administratiop’s estimates for the first Na-
tional Ener lan with the conclusions contained in six major analyses by persons
outside the ¥ederal government. That study is in the process of being completed
and has not been evaluated within the Department of Energy at this time, Cur-
rently, three volumes are bound in final draft form. Volume 1, the Executive
Summary, and Volume 5, the Pro Forma Financial Projections, are in preliminary
draft form. However, I will discuss the general conclusions of the draft report and
briefly relate those conclusions to the President’s crude oil pricing program.

The recent private studies that were evaluated in the ICF study were performed
by the Chase Manhattan Bank, Standard Oil Com anEyol Ohio (Sohio), the Council
oiy Energy Resources of the University of Texas () CERUT), Bankers Trust Com-

anx, . H. Keplinger, and the Independent Producers Association of America
FIP A). Each of these studies was developed with different frames of reference
and with different objectives but the principal results of these studies! may be
summarized as follows:

1 The Bankers Trust and Keplinger studies cannot be directly related to this format.
Bankers Trust covered only the years to 19882. Keplinger estimated a finding cost
per barrel but did not make an econometric analyses of industry expenditures.
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Cumulative l’.rolmd
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e ity holocy conons u“’f?r'saou:.:ﬁ aciod Coisiams
{60cinel) ¥ of foot) of B0E)
1,830 $208 5.7

2,823 m 56.3

I
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1 Barrels of oil equivalent of reserves of oif, natural ges, and natural gas liquids added per year divided by total drilling
footage in the year, B

These diverse results suggest fundamental differences in assumptions regarding
the factors that influence capital expenditures by the oil and. gas industry. For
example, the Chase study assumed that each barrel of production should be re-
placed by a bairel of reserves and that the industry would drill enough wells to
reach that target. The IPAA stud { assumed a production target sufficient to reduce
pr(lﬂ‘ected oil imports to a given level. Neither study indicated how the industry
could drill 2.8 or 2.9 billion feet of profitable prospects in eight or nine years,
which would require drilling 50 percent higher than the very high 1978 level.
SOHIO used the NEP 1985 projected production as a base, but held constant the
reserve to ;,)roduction ratio, which significantly increased reserve addition “re-

uirements.” The low productivity assumed in the CERUT model coupled with
the CERUT-perceived inadequacy of the NEP prices led to a projection of less
drilling and fewer reserves added. .

In the final analysis, it would appear that the most important factor in deter-
niining the futuie investment levels of the oil and gas industry is the extent,
quality, and accessability of the remaining oil and natural gas resource base. At
any given level of oil prices, there is a finite number of projects that can be devel-
oped and produced proﬁta{)ly by the industry. The oil and gas industry is not
basically eleemosynary in nature nor is it organized merely to drill holes in the
earth. It cannot be expected that the industry will blindly invest in exploration
and drilling when anticipated profit cannot be projected to meet acce%g:ble levels.
regardless of the extent of available cash flow to fund such activity. Therefore, it
is essential that a realistic assessment of future drilling prospects underlie a pro-
jection of cash flow requirements and E&D investment activities of the industry

For these reasons, the Administration’s original NEP analysis, the ICF study,
and current DOE analyses are founded upon U.S. Geolofglcal Survey resource
base estimates and assume that expected rate of return from new oil and gas
projects is the critical determinant of the level of future capital investment in
domestic oil and gas production. The DOE/EJA Midterm Oi} and Gas Su :ﬂr
Mode! projects domestic vil and natural gas production from analysis of geologg y
economic, and engineering factors which affect oil and gas supply.

The DOE/EIA 0il and Gas Model has three major interconnected submodels.
First, a Drilling Submodel develops information about the economic gradations
of the resource base. The extent of the resource base is defined principally by the
U.S. Geological Survey Circular No. 725, a 1975 estimate of remaining recover-
able reserves of oil and gas. Second, a Resource Submodel translates exploratory
drilling, the prospects for finding oil, the intensity of development, the fraction
of oil-in-place which can be recovered by either primary, secondary, or tertiary
methods, and the fraction of proved reserves which can be produced each year
into annual production quantities by region. Third, an Economic Submodel
calculates a minimum acceptable price for each year’s quantity of reserve:‘froved.

A hypothetical project, either exploratory or develt;rmental is included in the
DOE forecast of production in a future year only if the mfnimum acceptable
price is less than or equal to the expected future market price. Through this
process of projecting drilling activity and production, an estimate of industry
capital requirements can be developed.

e most significant variables in the DOE assessment of future capital require-
ments are:
uality and accessibility of the resource base.
oductivity (finding rate of BOE/ft. drilled).

Drilling costs per foot drilled.

Lease acquisition costs. -

Required rate of return on investment (discount rate).

I will discuss these variables briefly.
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ACCESSIBILITY OF THE RESOURCE BASE

The DOE Model currently uses the 19756 USGS Circular 725 to estimate the
remaining resource base. If the USGS estimate is too pessimistic, there may be
a greater number of profitable drillin%z%aortunities at any given productK'ity
or price level and therefore projected expenditures would be higher. How-
ever, Circular 725 is generally regarded as [alling within a reasonable range.

The DOE Mode! also uses the current DOI OCS leasing schedule of four to
five sales per year to estimate accessibility of the resource. The President has
directed that additional acreage be added to the current OCS leasing schedule.
It Federal OCS lease sales are accelerated, for example to six or seven per year,
and if NPR-A is opened for private leasing and development, the accessible
portion of the resource base would increase significantly. It is not iikely however,
that these actions would greatly affect industry E&D expenditure before the
mid-1980’s because of the long lead times required to develop new areas. In any
event, DOE foresees no capital constraints that would prevent the oil and gas
industry from responding to an accelerated leasing schedule.

PRODUCTIVITY

Productivity (or finding rate per foot drilled) is a most significant factor in the
cost of finding and producing crude oil or natural gas. ~

Since 1973, there has been a strong upturn in oil and drilling activity in the
United States (Appendix A). The number of active rotary drilling rigs has doubled
and total drilling footage has increased by 50 percent (Appendix B). Despite
the increase in drilling, the rate of additions to the oil and gas reserves per foot
drilled has trended sharply downward. The finding rate of oil and gas per foot
drilled has declined from a high of 63 BOE/ft. in 1867 to a low of 18 BOE/ft. in
1977, and 16 BOE/ft. in 1978 (Appendix C). Reasons for the rate of decline are
difficult to substantiate at this time. Two possible theories have been advanced
and were analyzed by the ICF study.

There has been more intensive development of existing flields to enhance
production and the industry is developing previously by-passed lower quality
cllgggsits with lower productivity in response to the sharp price rises in 1973 and

There has been a permanent transition to a lower quality plateau in the resource

The first theory supports a view that, in due course, overall productivity will
increase as industry returns to a er degree of exploratory drilling. Exploratory
drilling historioally has yielded significantly higher productivity and has not
declined as substantially as overall productivity in recent years (Appendix Df.

The DOE/EIA model derives productivity projections from regression analysis
of 20 years of data, which minimizes the impact of the sharp downturn in reqent

ears. As a result, the DOE/EIA model projects an avera.fe roductivity of 24

OE/ft. from 1078 to 1985, which, of course, is considerably higher than aotual
experience in the past few years. If the first theory regarding the recent productivit
downturn, which is the ‘more plausible, is the more accurate, the DOE/EI
estimate will in the long-run prove to be basiocally valid.

Nevertheless, consequences of lower future productivity upon industry invest-
ment requirements must be considered. It has been argued that if productivity
is in fact lower than DOE projects, the industry will be required to make even
greater expenditures for exploration and development in the future. The argument
presupposes that the industry has specific -production targets and will drill to
whatever extent and at whatever cost is necessary to achieve that level of produc-
tion. In fact, however, the industry rgs;fonds principally to prospective marﬁal
returns on investment and lower productivity could merely mean lower D
expenditures, higher cash flow, and lower future production. The industry cannot
reasonably be expected to invest more capital in drilling projects which are,
overall, less financially attractive.

On the other hand, to the extent that industry views cash flow as lower cost
capital than new debt or equity, it is conceivable that increased cash flow would
mot(iierattiel y support a maintenance of E&D expenditure levels in the face of lower
productivity.



163

DRILLING COBTS

The DOE/EIA model assumes that drilling costs per foot will remain constant
in real terms over time but overall unit drilling costs will increase as the average
depth of wells increases to recover deep hydrocarbon deposits. Drilling costs
constitute approximately 50 percent of E&D expenditures and errors in projection
of the per foot cost would have significant effects on overall costs. However, like
lower productivity, higher drilling costs would tend to make new investments
less profitable and should not result in an overall increase in exploration and
development expenditures.

LEASE ACQUIBITION EXPENDITURES

Industry lease acquisition expenditures have fluctuated widely in recent years.
The amount in any given year has reflected in large measure the amount and
quality of Federal Outer Continental Shelf acreage leased in that year.

LEASE ACQUISITION EXPENDITURES
{In miltions of current doliars]

1971 1972 1973 1974 1978 1976 19

Average expenditures (sppendix F)...__. 642 1,72 3 552 5,774 1,615 024 587
om.gmg'mua Chousands o a5res). 37 ‘826 1,033 1,762 1,680 ?!m f:m

Another important factor in determining the amount of lease acquisition
expenditures is the expected revenue from the lease. A company will not bid
more for a lease than it can expect to recover from production. Thus, while lease
acquisition (or bonus payment) costs are deduc from industry revenues to
determine cash flow, it i3 important to note that they are totally variable in
response to an assessment by the industry of future prices of oil and gas and
quality of the prospect. Lease acquisition expenditures distribute a share of the
economic “rents” to the landowner—principally the U.S. govemment—but
they do not significantly affect long-run profitability of the industry unless the
industr¥ becomes particularly inept at estimating these prospects.

The ICF study projects future lease acquisition costs as follows (in billions
of dollars) (Appendix E):

1970 . et mmmmacccmmeceececmce—————- 5.1
1980 . e mamcm e mmmmmcenen 50
198] . e ccceemcccmc e m————— 52
1982, e 517
1983 o e e e 6. 1
1984 e mcmame e e e———— 57
1985 . o e ercecm e mcme e —————— 4.9

REQUIRED RETURN ON INVESTMENT

The DOE/EIA model assumes that the minimum required discounted cash
flow (DCF) return on investment for oil and gas E&D is 8 percent real (15 to 18
percent nominal at current inflation rates). If a lower DCF return is acceptahle
to the industry, E&D requirements would be projected to increase since there
would be a larger selection of profitable projects in the resource base. The ICF
study projects that a 6 percent return requirement would increase E&D expendi-
tures by a total of $23 billion (a 12 percent increase) from 1978 to 1985, compared
with an 8 percent discount rate.

CONCLUSIONS

The basic conclusion that can be drawn from the ICF study is that the oil and
gas_industry will have adequate cash flow through 1985 to finance projected
exploration and development expenditures. I have included a sample Pro Forma
Financial Sheet for the industry from the ICF study to illustrate the process
(Appendix E). The ICF study, of course, does not reflect such factors as the
latest increases in world oil pr{ces or the President’s program for decontrol of
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domestic prices. The ICF analysis was based ugon a landed price of imported
crude oil in the U.B. of $14.50 per barrel in 1978 dollars (approximately $15.50
in today’s dollars) compared with a probable avera:fe price of $18.00 or more
by mid-1979. Higher world oil prices for marginal production will tend to increase
oil and gas E&D expenditures. But, higher prices provide both greater cash flow
from decontrolled domestic oil and Alaska North Slope oil and also provide
greater incentives for new investment in the oil and gas industry from external
sources. Also, the crude oil pricing provisions of the President’s program will
gcl&em revenues to the industry somewhat above the levels assumed in the ICF
udy.

There have been suggestions that the oil and gas industry will need significantly
high revenues and cash flow to enable it to undertake an aggressive campaign to
locate new conventional oil and gas resources. Such contentions are contradicted
bé sound investment theory and by the conclusions that can be drawn from the
ICF study. The ICF study examined how capital expenditures on oil and gas
exploration and development are influenced by changes in cash flow and whether
those capital expenditures have been financed by debt. In general, an extremelg
low correlation was found between cash flow and capital expenditures by the 2
companies examined. The study also indicates that capital expenditures on oil
and gas exploration have been financed to a significant degree by debt, i.e,,
external financing.

In conclusion, it is important to stress that the returns on future investment
are the basic determinant of industry capital expenditures. If, in the remote
event that oil and gas industry cash flow is not adequate to cover new investments,
future profitability of attractive investments will enable the existing members
of the industry to raise capital externally. Equally importantly, future returns
will lure new entrants to the industry and increase competition; further cash
flow increases from existing oil will not.

Thank you, Mr. Chairman, for this opportunity to appear before this Com-
mittee. I wonld be pleased to answer any questions.

Rotary Drilling Rigs in
Operation APPENDIX ‘A
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TOTAL OIL AND GAS DRILLINGPOOTAGE
(sn MILLIONS OF FEET)

APPENDIX B
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APPENDIX C
OHL. AND GAS DRILLING PRODUCTIVITY
Footsge drilied BO|

Year (i a@
1960... e oo e incconccccmccacccasnacenraseacatan s encncnnsmaacaeananneae 186 2
1,7 D 186 3
1962.... 194 2
- Y 180 33
964... 1% g
968, ..ce e e ieecaaceanceaacaacccesnossaaccensennseensancaanaseeanannnnnan 1324
1966.... 162 43
97 14 g;
968, 148
969, 182 A
970.... 139 38
971.... 124 3
1972.... 137 %ﬁ
|1 12 TSR 13 7
37 153 26
1975. 116 z;
OO 0 1
L7/ T, ceacmescnmesetnememaraan (%3 16
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APPENDIX D
OfL AND GAS DRILLING PRODUCTIVITY

BEST COPY AVAILABLE
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1985
13.225.6

14,317.8

1983
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1982
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1981
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APPENDIX E

| PRO FORMA FINANCIAL STATEMENT
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APPENDIX F
OIL AND GAS EXPLORATION, DEVELOPMENT, AND PRODUCTION EXPENDITURES
(In millons of current dollars)
93 19 s e
e 1ad equipping wells LISLS L9042 2528 30087 36703
ey b (R plok S ptemsesastdl 4 - B4 74 B 14 B4 1% 2411
L8ag depertment B
Goologicel 8d g0 Mr2 o8 71 a3 s
Lodse roats 188 262 207 321 93
s I
. & A overhead Ry B Bioa s
50622 95,2008 601 &090.0 850.0
1546 27292 39036 50663 64356
ol I g ¥ %:gs.z rast
L1 440 X34 s 230
©9.9 7535 L1058 1,655.2 1,283
207 204 401 42T eme
37063 52200 7,581 83488 10,2601
3. Prodyction:
T — 202 2,571 3100 3,642 4,239
ol WOTkOVerS . ..o eureieneenrccranccnanareansnen L6 41.3 530,58 5n.2 &9
Other dirsct expenses.. . 1807 228.0 .4 283.0 2
Traces (including incoms 924.6 5,531 1,746.1 1,892.9 2100}
G oA 068 GLe 7658 %55 5059
1885 221 380 w1 BT
Tota! prodection. .......nnnnn.nn. e L2084 5,630 6858 1,699 87007
]
Totl OXpOadHUIOS. .o eveeneemeennrnns veeee  ILTT60 20,1008 20,4200 25,0857 27,5%.8

wmm: Department of Commerce “‘Annusl Survey of Off and Gas' dats Is sdjusted to reflect intsrests other thea

g interests,

'\ hereuponilat 12:30 ]p.m., the subcommittee recessed, to reconvene

at the call of the Chair.



CRUDE OIL SEVERANCE TAX

FRIDAY, MAY 11, 1970

U.S. SENATE,
SuBcOMMITTEE ON ENERGY AND FOUNDATIONS,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 9:55 a.m., in room
2221, Dirksen Senate Office Building, Hon. Mike Gravel (chairman

of the subcommittee) d>res1du§
Present: Senators Gravel, Baucus, Boren, Packwood, Chafee, and
Durenberger.

Senator GRAVEL. The hearing will come to order. This is the second
day of hearings that we are having on the energgrpolicy of the United
States, particularly on the issues raised in the President’s new policy
with respect to the deregulation of oil and with the request on his
part for the creation of a windfall profits tax.

Earlier, this week, Monday, we have had testimony from the ad-

ministration; today, we will receive testimony from the private com-
munity, both the business community and academia, so that we can
develop a macroconcept and broad knowledge with respect to the
issue.
So often in Co we_take the short run or get lost in minutise.
‘These are positioning hearings. When the legislation comes over from
the House, I am sure there will be precise hearings on the specificity
of the legislation and questions by the full committee. These are the
hearings that will really define the parameters of the problem and hope-
fully give some guidance to the solution. R

I am very happy to see that we have some d:stmqushed persons on
the hearing panel. One is Professor Forrester, whom I had the occasion
to meet some time ago. I am most pleased to have you here, sir.

Then we have Dr. Anthony Cogp. Doctor, it is a flea.sure having
you here from Salomon Bros. Dr. Forrester is from NIT.

James P. Wallace, Energy Economic Division of the Chase Man-
hattan Bank and Dr. Jack Carlson, chief economist of the Chamber of
Commerce of the United States. Very good. It is an excellent panel.

Wﬁl do we not start with Mr. Copp and present your testimony.
We withhold our questions and go through all of your statements.
Then we will be able to enqage in & colloquy with all of you and all of

el,

us here on the Senate pan
On the Senate side, we will have the early bird rule. The first ones

here were Senator Chafes and myself, and then the Senator from
Oregon and any other Senators who come in. We will try to limit our
questions on the first round to 10 minutes each. Then we will do a
round robin so that everybody gets a chance, rather than what

(169)
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happened last Monday where the minority got short shifted on the
questions,
Would you please proceed?

STATEMENTS OF RONALD M. FREEMAN, VICE PRESIDENT AND DR.
E. ANTHONY COFP, VICE PRESIDENT, SALOMON BROS.

Mr. Corp. Thank you, Senator. I would like to note that Mr. Ronald
M. Freeman, vice president and manager of our energy group at
Salomon Bros. is also here with me and we have submitted our testi-
mony jointly.

I would like to first describe my functions and explain why I am
involved in this activity; then I will give the microphone over to
Mr. Freeman, who will read the initial part of our presentation.

As head of energy research, I visit institutions around the world
involved in the energy business advising them as to the allocaton of
their funds on the equity side.

Senator CHAFEE. Mr. Chairman, I cannot hear very well.

Mr. Corr. I get involved in institutions around the world in this
country and foreign countries as to investing in the energy business.
With that, I will give it over to Mr. Freeman.

Mr. FrReemaN. Thank you, Dr. Cop%

Mr. Chairman and members of the subcommittee, our purpose today
is to respond to your invitation to provide to this subcommittee
Salomon %ros.’ viewpoint as investment bankers on the subject of oil
company profitability.

As you know, Mr. Chairman, my colleagues from Salomon Bros.
and I appeared before the Senate Finance Committee to provide
testimony on financial aspects of the Energy Tax Act of 1977. At that
time, we presented certain financial data prepared by Salomon Bros.
concerning the ability of 35 leading petroleum companies to imple-
ment national energy goals with regard to developing this Nation’s
indigenous energy resources and to reducing the level of its oil prices.

Accordingly, you have kindly invited us to appear before this sub-
committee to review the financial data which we presented at that
time, to update it and then to discuss the effects of the administra-
tion’s current energy tax proposals on the financial capabilities of the
petroleum industry and its ability to continue to realize these increas-
Ingly urgent, national energy goals.

n preparing our testimony, we have carefully reviewed the sum-
mary description of the windfall groﬁts tax as released by the Presi-
dent on April 26, along with the President’s comments regarding this
proposal at the time of its release and subsequent thereto. In consider-
ing these comments as well as those made by other administration
spokesmen, certain Members of Congress, industry representatives and
petroleum analysts, we again took note of the fundamental conflict of
objectives which characterized the current administration energy
initiatives,

Specifically, we refer to the apparent desire, on the part of the
administration, to:

Increase U.S. energy independence while weakening U.S. energy
companies. ) ) _ i

Find more U.S. oil reserves while reducing both economic incentives
and funds available for oil exploration.
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End oil price control at the consumer level while perpetuating it
with respect to the producers.

Treat supply/demand factors affecting oil industry profitability as
the source of ‘‘unearned, unnecessary and unjustified profits’” while
withholding such characterization from the full range of all the world’s
other goods and services, the profitability of which is similarly subject
to such risks.

In our opinion, these conflicting objectives continue to infect the
national energy debate because of the scarcity of facts which have
been allowed to enter the discussion and challenge the costly phenom-
enon of objectives in conflict.

Therefore, it is our purpose today, in response to your invitation,
to provide the results of our analysis of industry financial data,
compiled by ourselves from public sources, and supplemented by
certain operating data concerning oil industry capital expenditures
and exploration programs.

We have employed the same methodology as that adopted in our
previous testimony before the Senate Finance Committee and have
carried out a consolidation of certain financial data published bf' 33
oil companies ranging from the very largest to middle-sized explora-
tion and production entities.

We have provided the entirety of this data as an enclosure to the
present testimony as part of the record at the present hearings of this
subcommittee. )

As requested by the subcommittee, I will begin by reviewing the
key findings of our analysis as they stood at the time at which we
provided our testimony in 1977 and update them to the present time.

For that period, our analysis—adjusted for two companies elimi-
nated by acquisition and reclassification as a utility—shows that while
oil industry net income increased by some $5.8 billion between
1971 and 1976, oil company capital expenditures increased by $12.4
billion or two times more than net income.

Updating this figure to the most recent period, the net income of
the companies in our sample has increased from $12 billion in 1976
to $13.7 billion in 1978, or some $1.7 billion, while capital expenditures
increased from $22.5 billion to $25.7 billion for a gross increase of
$3.2 billion, or more than 180 percent of the increase in net income.
In 1978, the oil industry made capital expenditures of $1.87 for every
dollar of net income received.

Of course, oil companies, like other corporations, are able to draw
on other sources of internal funds than net income for their capital
expenditure programs. The most commonly used financial concept to
describe the net funds available to corporations from internal sources
is retained cash flow.

Retained cash flow is the sum of net income and return of capital
on other investments through depreciation and amortization less
dividend payments to shareholders. To the extent that a corporation
is able to maintain a level of capital expenditures equal to or less than
its retained cash flow, that corporation will be able to finance the new
plant, property and equipment required for its growth without relying
upon the costs and risks of accessing external capital.

Therefore, we analyzed the respective levels of retained cash flow
and capital expenditures for the 33 companies in our sample. The
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result of this inspection revealed that in only one year, 1973, during
the 1971 through 1978 period was tho oil industry able to generate
retained cash flow in excess of its capital expenditure program.

In every other year capital expenditures significantly outpaced
retained cash flow leaving the companies with a net deficit to be
financed from external sources. The annual capital expenditures in
excess of retained cash flow have ranged from a low of $76 million in
1974 to a high of $6.5 billion in 1975 for a total deficit of $16.9 billion
during this 8-year period.

In order to finance this deficit of capital expenditures relative to
retained cash flow, to ‘Say back maturing long-term debt and to
maintain working capital at acceptable levels, the oil companies in
our analysis raised more than $46.3 billion during the 1971 through
1978 period by the issuance of long-term debt and new equity.

More than 28 percent of this total amount, or $13.1 billion of exter-
nal capital, was raised in the two years 1977 and 1978. It would respect-
fully submit that this degree of dependence on external funds for
normal business purposes is not consistent with the “awash in cash
flow” characterization which has been frequently ascribed to the oil
industry by certain administration spokesmen.

This industry dependence on external capitol, particularly debt, to
finance a signli'gcant, proportion of its capital expenditures and other
requirements in excess of retained cash flow, has resulted in a progres-
sive erosion of the key credit ratios mc}udgng retained cash flow to
long-term debt and debt to total capitalization for many of the
companies in our analysis. For example, in 1971, 15 of the 33 companies
in our sample had debt in their cagilstal structure in excess of 30 percent
of total capitalization. By 1978, this proportion had increased by more
than 256 percent when 19 of the 33 companies showed debt in excess
of 30 percent in their capital structures. L.

Corporate managers are required to control these credit ratios in
order to protect the creditworthiness and profitability of their com-
panies. To the extent that growth in retained cash flow lags because
of market factors, price controls or sPecia.l tax measures; then the
stewards of these kev credit ratios, will be required to reduce capital
expenditures and exploration programs accordingly in order to main-
tain these ratios within acceptable bounds thus protecting their
investors’ capital and their employees’ jobs. .

Equity investors have reflected their concern about the ability of
oil companies to contend successfully with the market, geological, and
foreign and domestic political risks which affect their profitability.
These equit(.{y investors are, in fact, to a very significant degree, pro-
fessional fiduciaries employed by banks, insurance companies and
mutual funds to manage the savings and pension assets entrusted to
these institutions by millions of Americans. According to data com-
giled by Salomon Bros., oil and oil-related stocks currently represent

tween 6 and 9 of the top 25 stock holdings of these institutions.

During the 20 months which have elasped since we last appeared
before the Senate Finance Committee, 12 of the 33 companies in our
sample have seen their stock prices decline or remain at their Septem-
ber 1977 level. Another six companies in the sample have seen their
stock prices appreciate at an annual rate of less than 5 percent per
year, or less than one-half the prevailing rate of inflation of the Con-
sumer Price Index during the 1977 to 1979 period.
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The companies whose stocks have performed best are those which
have demonstrated an ability to explore for new oil and gas both
massively and effectively. This was so for the 1971 through 1976 time-
frame which we considered in our previous appearance and it is equally
true for the 1976 through 1978 period which has since elapsed.

Professional fiduciaries and individual investors have favored and
continue to favor the oil companies with active, successful .. .lora~
tion programs, while discounting the securities of integrated companies
whose ability to earn an economic return on refining and marketing
assets has been severely compromised by Government price regula-
tion and market factors.

As a result, the average price earnings ratio of oil companies con-
centrating on exploration and production and doing so successfully,
currently averages some 14 times annualized earnings or more than
twice the average price earnings ratio of the integrated oil companies.

Given the investor preference for companies which can find new oil
and gas reserves effectively, it is appropriate then to ask whether the
companies have heeded tzis message by concentrating their capital
expenditure programs on drilling and exploration. Our analysis of
data compiled by both Government and industry sources indicates
that, to an overwhelming degree, exploration is by far the single
lSargest use of oil company capital expenditure budgets in the United

tates.

Based on information drawn from the Department of Commerce
annual survey of oil and gas industry spending and the joint associa-
tion survey produced by the American Petroleum Institute, we find
that domestic producing companies reinvested or “plowedback’” 96
percent of their wellhead—as distinguished from final product sales—
revenues into oil and gas exploration in 1977. Major, integrated
companies, who must balance their oil and gas exploration invest-
ments with investments in downstream refining, marketing, and trans-
portation assets, reinvested 67.4 percent of their 1977 wellhead rev-
enues in oil and gas exploration.

Given the investor preference for companies which can find and
prove new oil and gas reserves effectively, 1t is appropriate then to ask
~ whether the companies have heeded this message by concentrating
~ their capital expenditure programs on exploration and development.
Our analysis of data compiled by both Government and industry
sources for the 1973-77 period indicates that exploration and develop-
ment expenditures in the United States have equaled nearly twice
the costs of production.

To what extent did the oil companies increase their investment in
the upstream activities of exploration, development, and production
relative to their net income and retain cash flow?

- . To answer this question, we reviewed the data for 197377 compiled
by the Department of Commerce in its annual survey of oil and gas.
A summary of these data follows:

[in biltions of dollars)

Type of expenditure 1973 1974 1975 1976 1977
Exploration. . .ceacececennceccceccaann 5.4 8.7 5.3 7.2 7.8
Development. .. ——— 3.0 4.4 6.4 7.1 9.1
Production..... P, 4.2 5.6 6.8 7.6 8.7

Totaly e ececana 12.7 18.7 18.6 22.6 25.6

46-559—79——132
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From this data we observed the following:

First: These “upstream” expenditures, totalling nearly $100 billion,
more than doubled between 1973 and 1977 while industry net income
increased by less than one-third and retained cash flow by some
45 percent,

Second: Exploration expenditures have averaged 35 percent of this
total budget; in the agﬁregate, for each dollar distributed as dividends
to shareholders, the o1l companies in our sample invested more than
$1.65 in exploration, alone, and more than $4.70 per $1 of dividends
in all upstream activities.

Third: The fastest growing element of exploration as distinguished
from development and ;;roduction expenditures was the cost of
drilling and equiH ing wells. These expenses rose from $944 million
in 1973 to $3.2 billion in 1977, an increase of over 340 percent during
the period. Drilling and equipping expenses are comprised of d
holes, oil and gas exploratory wells and various work in progress ad-
justments. The largest of these items, dry hole expense, more than
tripled during the period from $558 million in 1973 to $1.6 billion in
1977.

Fourth: Development expenditures also tripled during this pericd
growing from $3 billion in 1973 to $9.1 billion in 1977. While actual
expenditures of drilling and equipping wells accounted for most of this
increase in development expenditures, lease equipment, fluid injection
and improved recovery techniﬁues have also been major sources of
increased development costs. Having grown more than 2.3 times as
fast as net income, development expenditures, alone, account for nearly
one-half the total growth in exploration, development, and production
expenditures during this periog.

n our judgment, these data clearly show the propensity of the
petroleum industry to reinvest its cash flow in finding, developing,
and producing activities and to increase its spending for oi! and gas
exploration and development at rates greater than the overall growth
of net income and retained cash flow.

However, the level of exploration expenditures sustainable by oil
producers is determined not by the willingness of third-party investors
to provide external funds to companies, but by the ability of com-
panies to generate adequate funds internally. Exploration is univer-
sally acknowledged in the oil industry and in the investment community
to be the riskiest of all oil company activities. Consequently, it is the
activity uniquely funded by equity capital, whether provided by
equity investors or by retained cash flow. Because of the limited
amount and high degree of equity capital currently available for new
ventures in the United States, whether in the oil and gas industry or
elsewhere, oil producers are overwhelmingly dependent on their
ability to generate adequate levels of internal cash flow in order to
maintain a growing exploration program. Because cash flow is gen-
erated primarily by retained earnings, oil product prices, net of taxes,
become the single most important factor in enabling oil producers to
fund growing exploration programs while maintaining credit ratios and
net income at levels consistent with the requirements of the invest-
ment community.

At this point, I would like to turn the podium over next to my
colleague, Dr. Anthony Copp, to complete our formal statement.
Thank you.
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Mr. Corp. Thank you.

We have noted that previous witnesses before this subcommittee
have claimed that the principal constraint on oil company exploration
expenditures is not money but drilling equipment. This 1s simply not
supported by the facts.

On the contrary, the drilling industry, too, has shown its respon-
siveness to the existence of economic incentives in the form of higher
product prices. Thus, leadtime for drilling equipment have declined
dramatically even within the last year from as much as 18 months to a
present average of 60 to 90 days.

We anticipate that drill rig availability will probably increase by an
additional 500 rigs by the end of 1979 from its present level of around
2,350 units.

Senator GraveL. Do we have your statement here?

Mr. Corr. It is on page 8, Senator, the middle of page 8.

Indeed, if there is a nonmonetary constraint to the level of drilling
activity, other than the availability of attractive, drillable sites, it is
the waiting period required to secure drilling permits. For example,
we understand that currently a 5-to-6-month period is requiredp to
secure drilling permits. For example, we understand that currently a
5-to-6-month period is required to secure a Corps of Engineers permit.
for drilling on an offshore lease. Clearly, to the extent that Govern-
ment seeks to encourage an acceleration in U.S. drilling programs,.
such Government imposed bottlenecks must be remove(f) and the
Department of Ener%'y and the Department of Interior encouraged
to expand more rapidly the leasing activity on Government properties
over the next few years.

This brings us to the third point raised in your invitation to us to
appear here today—the potential effects of the administration’s.
energy tax proposals on oil company profitability and, more specifi-
cally, on oil company ability to find new oil and gas reserves.

In 1977, the most recent year for which we have Department of
Commerce data and one of the most active drilling years in recent
U.S. history, 1.09 billion barrels of crude oil were added to total U.S.
proved reserves. In addition, 11.9 trillion cubic feet were added to
groved gas reserves having an oil equivalent value of 1.98 billion
. barrels. Thus, total additions to proved reserves—which represent

reserves both found and developed—of crude oil and crude oil
equivalents in 1977 totalled 3.07 billion barrels. This compares with
average gross additions of 2.70 billion barrels of oil and oil equivalents.
from 1976 to 1978.

A precise estimate of the sole cost of finding new oil and gas reserves
in the United States is complicated by the highly uncertain lag between
the time the expenditure 1s made and a barrel is bound and by the
specific characteristics of the oil field. Consequently, several studies
_ which we have reviewed provide a broad range of average finding costs.
* per barrel for the period 1973-78 which varies from $2 to $9 depend-
ing upon location and producer. For purposes of this discussion, we
have attempted to come up with a rule of thumb finding cost based on
the following simplifying assumptions and data approximations:

1. Assume that additions to proved reserves as reported in ‘“20th
Century Petroleum Statistics” published by DeGolyer and Mac-
Naughton and based on U.S. Department of Energy, Joint Association
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Survey, American Petroleum Institute and American Gas Associaticn
- sources and adjusted for development data are a usable proxy for new
reserves found.

2. Assume that exploration expenditures as reported in the Depart-
ment of Commerce “Annual Survey of Oil & Gas” are a proxy for
finding costs.

3. Assume that the exploration costs incurred and the new proved
reserves reported in 1977 are directly related.

On this basis, and by correcting for inflation, we have derived an
expected, near term proxy for the cost of finding new oil and oil
equivalent reserves without regard to specific field risks, in the United
States of approximately $3.75 to $5 per barrel.

Accepting this rule of thumb, we trust that it is not necessary to
emphasize that the difference between this estimated finding cost and
the current market price for oil is not profit to the oil finder nor is it
the true replacement value for crude. l?I‘ha market price for a barrel
«of crude oil or crude oi} equivalents must cover, in addition to the
sole cost of finding that oil, operating expenses over the economic
life required to bring those reserves to the surface, transform them
into products required by the market, transport them to the market
and sell them.

The market price must also cover all taxes borne by the seller
whether excise taxes, such as those proposed in the administration’s
new proposals, or income taxes. Finally, the market price must also
include an allowance for both the return on and the return of capital
to the producers, lenders and shareholders.

Given the current return required by investors in industrial assets
today, the total market price required to cover all of these costs is
greater than $16 per barrel. .

We then attempted to estimate of the impact of the proposed
“windfall profits” tax on the revenues to be received by the producers
of crude oil in the United States as the result of removal of present
price controls. )

As stated in the analysis of H.R. 3919 prepared by the staff of the
Joint Committee on Taxation, “The administration estimates that
the net revenue from its proposed windfall profits tax, allowing for
its being deductible under the income tax, would be $0.5 billion in
calendar year 1980, $1.5 billion in 1981 and $1.7 billion in 1982,”
or a total of $3.7 billion in crude oil producer after tax revenues as a
result of the tax in the 1979-81 period.

Based upon the above-calculated benchmark finding cost per barrel,
this diversion of funds is equivalent to foregoing an increase in domestic
crude oil and crude oil equivalent reserves of 750 million to 1 billion
barrels. Alternatively, if the United States were obliged to import
this amount of crude oil from foreign producers rather than generate
it from domestic reserves, it would amount to an additional balance-
of-payments outflow of $12 to $16 billion.

¢ stress that this estimate is only for the first 3 years of the
administration’s tax proposal. As revenues rise thereafter, the diver-
sion of funds which would normally be available for new exploration
programs would presumably have an even greater negating effect on
our domestic reserve position. The longer term impact of the tax
will be deterinined by the problematical rate at which OPEC raises
prioes, by the future course of the GNP deflator and by the pricing
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points set in the administration’s or Congres< present and future tax
measures. While the net dollar impact of wnese uncertain variables
cannot today be quantified, one thing is certain: the permanent tax
being proposed on new oil discoveries 1s a disincentive to exploration.
Ideally, to realize our national energy goal of reducing dependence
on foreign supply, the faster the foreign oil producers raise their
prices the harder U.S. oil companies should be looking for U.S.
domestic reserves. This is how decontrol should lead to realization of
national goals of energy self-sufficiency. Instead, the windfall tax
proposal would effectively divert the flow of world market price
revenues away from oil producers and, conse(gxently, away from
exploration programs and would make the U.S. Government the
cobeneficiary of future OPEC price rises without any assurance to
U.S. citizens of concomitant energy benefits. As such, the so-called
windfall profits tax represents a further, indirect encouragement
to the continuation of our growing dependence on foreign oil supplies.
To precondition events by imposing specialized excise taxes which
will inevitably reduce exploration programs, strikes us as a flagrant
example of objectives in conflict.

Three Presidents have held office since the 1973-74 OPEC embargo
and still the United States is searching for an energy policy. The
conflict of Government objectives between increasing tax revenues
and increasing energy independence only worsens. The current debate
about a so-called “windfall profits” tax epitomizes this conflict. The
present, incredible maze of energy product pricing regulations began
with an apparent laudable objective: to maximize energy supp?ies
while minimizing economic hardship for Americans. Now, as we head
into what may be another period of foreign producer price increases,,
the proposed measures, effectively turn the Government’s initial
laudable objective on its head and instead offer American crude oil
producers minimum incentive to discover new, domestic energy sup-
plies while promising increased energy product tax costs at the con-
sumer level.

The fact of the matter is that rising energy costs are dictated by our
dependence on foreign supplies and that the principal foreign suppliers;
acting as a unit, can force us to meet their price so long as we do not
take meaningfui action to develop our domestic supplies.

The conflict in objectives between energy independence and the
reduction of oil company profitability has further consequences for
Americans: U.S. oil company revenues flow to U.S. suppliers, to U.S.
citizens who are employees of these companies, to the Internal Revenue
Service, and to millions of U.S. shareholders. Revenues which we export
leave our economy forever unless the producer countries decide to
reinvest or spend them here.

The purpose of our testimony today has been to reconfirm the well-
established fact that the oil industry cash flow is reinvested in oil
industry investments and that the industry is successful in finding new,
domestic proved reserves. The current price for such finding is going
up quickly under the forces of inflation, regulation and the need to
drill in more remote and more difficult fields.

. To the extent that revenues are diverted from oil company explora-~
tion programs by virtue of new layers of taxation, it seems to us that
Government assumes the responsibility to the citizens of the United
States that it will invest these additional tax revenues in new energy
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sources more efficiently and were quickly than the oil industry would.
Based upon the recent record of various governmental forays into
attractive-sounding new energy technologies, we respectifully suggest
that this critical “‘tradeoff’’ proposed by the administration demands
the most intense scrutiny by the Congress.

Thank you, Mr. Chairman, and members of the subcommittee, for
your attention.

Senator GrAVEL. Thank you very much for a very fine statement by
yourself and your colleague.

[The attachment to Mr. Copp’s statement follows:}

CONSOLIDATED FIRMS

{Companies included in consolidation are: Amerada Hess, Belco Petroleum, Kerr McGee, Reserve Oif & Gas, Standard of
California, Pennzoil, Gulf Qil, Occidental Oil, Panhandle Eastern, Ei Paso, Louisiana Land, Cities Service, Marathon Oil,
Shell Oif, Sun Co., Mobit Oif, Exxon Corp., Coastal States Gas, Mesa Petroleum, Ashland 0il, Continental Oil, Mur&hy
0il, Standard (Indiana), Standard (Ohio), Houston Oil & Minerals, Union Oil of California, Texaco Oif, Texas Gil & Gas,
General American 0il, Superior Oil, Atlantic Richfield, Getty Gil, Phillips]

1871 1972 19713 1974 1975 1976 1977 1978

Induslry aggregate:

Retained cash flow. . .1 $9,908.8 $14,048,5 $19,530.8 $14,688.6 $18,316.5 $20,293.2 $23,899.6
Cnrn_lal expenditures. .3 10,7524 12,639.5 19,€06.1 21,196.6 22,451.4 24,0455 25,653.6
Re a""}dd‘cl“h '}W/c t) : (89.4)  (92.2) (lIL1)  (99.6) _ (69.3) (8L.6) _(84.4) (93.2)

expendilures (percent)... A L . 3 A . 3 3
tssuance of long-term debl. 3,981.3° 2,914.2° 3,104.7° 4,473.7 7, 841.4 84325 6,955 4,6360.2
Equity issuance..__._..... 197.4 240.2 334.1 335.2 §51.5 830.9 1,360.7 467.1
Common dividends........ 3,134.0 3,132.1 3,295.9 3,849.6 4,15.5 4,406.8 50643 5¢619.6
Preferred dividends....... 190.9 181.0 184.0 165.3 171.4 165.7 149,7 124.5
Cash dividends........... 3,325.0 3,313.2 3,479.9 4,014.9 4,328.4 4,50.0 5,212.1 5,744.1

Cagi!alization:

otal fong-term debt...... 19,8349 20,298.5 21,264.6 23,578.8 27,6918 33,361.5 37,761.9 41,343.4
Preferred stock (carrying

value). oo ool . 5 464.6 419.9 326.4 313.2 249.4 267.6 NA
Total common equity...... 58,515.9 61,468.0 67,637.1 77,249.7 81,3018 89,503.2 98 268.7 104,458.4

Total capitatization...... 80,241.3 83,738.5 90,979.7 103,279.3 111,582, 7 125, 549.9 138,705.6 149,163.1

Items as a percentage of capi-
talization:
Total long-term debt.
Prefersed stock. __
Total common equi

Income statement data:

Netincome....._......... 6,218.1 6,272.0 9,639.7 13,535.8 10,206.3 11,987.0 12,621.0 13,720.3
gomm?n?_ividends.. - 3.8;.9) 3,3%.%) 3.33.?) 3!(3;32) 4.8?.?) 4,:23.3) 5.(()633.2) .(3(;.%)
ayout ratio_. .. X X A L . X X 3
Di»yidends per share. - 42, 42.0 40.1 4.4 49.3 43.5 54.0 85.4
Earnings per share_ ... 91.4 93.8 137.9 200.2 158.3 171.3 176.5 152.5

INTERNATIONAL CONSOLIDATEO FIRMS

[ The following firms are included in the lidation: Standard of Californis, Mobil Oil, Texaco, Exxon Corp., Occidental
Petroleum, Gulf Oil}

1971 1972 1973 1974 1975 1976 1977 1978

Industry aggtegate:

Retained cash flow_....... 4,835.2 $5,197.0 $8,164.7 $10,721.7 $6,151.4 $8,234.0 $8,766.2 $10,152.7
C:pailtal ;:por;‘di,l]ures...:t.i. ss, 616.4 5,582.9 6,312.5 9,186.3 8,504.6 19,3333 9,70L.5 10,815.4
Retained cash flow/ apita
dit t)... 86.1 93.1 129.2) (116.7 (69.9) 88.2) 90.4) 93.8)
!s::ap:cr:a qu::;g{%::::fée)bt. 2, 552. l) 1, 345. 7) I,( 504, 0) 1,753 5) 2,636.6 2, 543.1 1, 557. 8 ] 6!6. 1
€quity issuance 42.5 8.6 5.2 18.3 108.3 284.0 205.2 75.3
Common dividends 2,142, 2,129.6 2,266.9 2,662.8 2,733.6 2,834.0 3,137.1 3,363.4
Preferred dividend . N .2 19.3 19. 4, 26.5 21.6 32.4
Cash dividends. . . T 2,163.2 2,148.8 12,2863 2,682.2 2,757.3 2,909.5 3,i63.5 3,3%.9
italization:
cagglaallul::r:o?lerm debt...... 9,156.2 9,028.8 9,171.5 10,204 3. 11,004.2 12,827.9 13,132.0 15,503.8
P‘\erfa?{l:e). . stock -fc_a‘r‘rf m‘- ¥ 5.2 5.2 5.2 1.9 1.7 10.5 NA
Totaj common equity. ..... 34,444.5 36,044.8 39,686.0 45031.6 46,676.0 50,370.8 53,765.2 55,35.9

Total capitalization...... 44,460.2 45,995.7 49,869.6 56,419.1 58,677.7 6€4,680.4 68,479.4 72,982.6
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INTERNATIONAL CONSOLIDATED FIRMS~Continued

fuded in the consolidation: Standard ofcllllornlt, Mobil Oil, Texaco, Exxon Corp., Occidenal
Petrolsum, Gult Oil)

1971 1972 1973 1974 1975 1976 1977 1978

[The following firms are i

Items as a percent of capi-
alization:
Total fong-term debt...... 20.6 19.6 18.4 18.1 18.7 19.8 19.2 2.7
Preferred stock. .......... 0 0 0 0 NA
9.1 7.9 78.5 7.6

Total common equity...... 7.5 78.4 79.6 79.8

Income statement data:

Netincome... .. ...coceuee 3,985.7 4,008.8 6,308.3 8133.8 579.6 63347 63447 66447
Common dividends........ 2,142.3 2,129.6 2,266.9 2,662.8 2,733.6 2,884.0 3,137.1 3,341
Payout ratio__...._...... (57.4) (51.4) (34.7) (30.0) (45.7) (43.2) (46.0) (51..0)

TEXACO, INC
Industry aggregate:
Rmme cash flow........ 855.7 867.1 1,455.9 2,064.4 338.8 977.6 1,238.6 1,558.9
?ual expenditures__.____ 1,047.2 1,112.6 1,240.7 1,859.2 1,387.3 1,239.4 1,247.8 1,344.4
m’% ?m "2""“"':" 81.7) 7.9y (112.3) (111.0) 24.4) 78.9)  (99.3) (116.0)
expenditures (percent).. . . \ . 3 3 N 3
lssuapnce of !onz-t%rm debt. §M.7 §23.9 470.7 194.3 505 8 &0.8 50.9 64.4
Equity issuance. __........ 0 0 0 0 0 0 0
Common dividends..______ 435.7 451,6 470.4 570.6 543.0 542.9 542.9 542.9
Preferred dividends....... 0 0 0 0 0 0
Cash dividends..._....._..  435.7 451.6 470.4 570.6 543.0 542.9 542.9 542.9
Capitalization:
otal fong-term debt._____ 1,289.6 1,35%.7 1,777.9 1,897.0 2,234.2 2,585.5 2,558.8 3,639.5
Prmrr stock (carrying
[T S, 0 0 0 0 0 0 0 0
Tohl common equity 6,745.0 7,174.9 7,992.3 9,002.8 8,674.8 9,002.1 19,3907 9,462.5

Total capitalization 8,112.0 8,627.0 9,874.3 11,012.2 11,031.7 11,716.1 12,08.9 13,194.7

Items as a pmenhge of

mlua lon:
Toh ng-term debt...... 15.9 15.8 18.0 17.2 20.3 22.1 21.2 27.6
Pre!orr stock. ..o 0 0 0 0 0 0 0
Total common equity...._. 83.1 83.2 80.9 8.7 = 78.6 76.8 n7 7
Income statement data:
1,292.4 1, 830.6 869.7 930.8 852.5

903.9 889.0 .4 1,586.4
435.7 451.6 470.4 570.6 543.0 542.9 542.9 542.9
(48.2) (50.8) (36.4) (36.0) (65.4) (52.6) (58.3) (63.7)

EXXON CORP.

Industry a gre ate:
Rewne flow........ 1,83.1 2,000.5 3,127.0 3,990.5 2,45%.2 3,459.1 3,154.4 38189
&l!al cxpendllures ....... 1,810,8 1,980 12,2349 2,910.1 3,558.4 4,098.4 3,59%.3 4 186.9
"“dd?s“ féo‘:/cu pl‘;ﬂ (101.4) (100.8) (139.9) (13.)) 69.0) 84, 4) 81.7) 91.2)
expenditures rcent)... . . . g . 3 .
lssuapnco of Iong-‘t’svm dobt. 547.8 546.7 624.5 619.8 515. 3 333.0 £20.0 .0
Equity issuance. .. 32.2 NA NA NA 5.9 25.1 0 0
Common dividends 851.5 851.9 952.5 11,1189 1,1i8.3 1,220.t 11,3439 1,472.2
Preferred dividend: 0 0 0 [ 0 0 0
Cash dividends 851.5 851.9 952.5 1,118.9 11,1183 11,2201 1,343.9 1,472.2
Cagiuliutlon:
otal fong-term debt. ... _. 2,679.2 2,616.9 2,670.9 3,051.7 3,451.1 3,69.8 3,870.0 3,749.2
P:emre stock (carrying
[T S 0 0 0 0 0 0 0 0
Tom common equity.....- 11,592.9 12,269.5 13,717.7 15,724.0 17,024.4 18,470.4 19,512,9 20,228.6
Total capitalization...... 14,766.3 15,422.8 16,979.7 19,460.3 21,185.8 22,941.7 24,208.2 24,858.2
ltem‘s ats a percent of capital-
zation:
Totcl fong-term debt...... 18.1 17.0 15.7 15.7 16.3 16.1 16.0 15.1
Prefesred stock. ... .. .. 0 0 0 0 0 0 0 0
Total com'non equity...... 18.5 79.6 80.8 80.8 80.4 80.5 80.6 81.4
Income statement data:
Net income..... 1, 516 6 1,531.8 2,443.3 3,142.2 2,503.0 2,641.0 2,423.0 2,763.0
Common dividen 851.5 851.9 9525 1,118.9 11,1183 1,220.1 1,343.9 1,472.2
Payout ratio.... (56. l) (55.6)  (39.0) (35.6) (44.7) (46.2) (55.5) (53.2)
MOBIL CORP.
Industry a gu ate:
Retaine flow........ 653.9 771.8 1,078.1 1,606.6 790.9 1,2189 1,443.6 1,642.1
Capital upcndltum ..... . 9110 1,030.0 1,18.8 1,449.7 1,206.2 1,28.2 11,2852 1,760.7
R i eee LY (69 0.9 110.8) 656 (4.5 (1123  (83.3)
expenditures (percent). _ . . 3 A . 3 . .
ussuapnco of long-term debt. 580. 9 534. 7 92.7 733.6 510.6 864 5 634.2 503. 5
Equity issuance. .......... 9.8 8.6 5.2 .1 .3 231.9 58 3. g
Common dividends........ 258.8 269.3 285.1 325.9 346.3 363.6 413.0 455,
Preferred dividends. . 0 0 0 0 [ 0 0 0
Cash dividends. . . ........ 258.8 269.3 2851 325.9 346.3 363.6 413.0 455.6
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INTERNATIONAL CONSOLIDATED FIRMS—Continued

{The following firms are included in the consolidation: Standard of Califorais, Mobil Oil, Texaco, Exxon Corp., Occidental
Patroleum, Gulf Oil]

19711 1972 1973 1974 1975 1976 1977 1978

c.Fihliqun:
otal lonJ- ermdebt...... 1,134.3 1,083.4 1,087.3 1,729.2 1,834.4 2,81.8 3,076.9 3,409.3
Preferred stock (carrying
Value). oo oemcaeee 0 0 0 0 0 0 0 0
Total common equity. ..... 4,839 51454 5,714.8 6,436.4 6,841.0 7,651.8 8,249.3 809103
Total capitslization....... 5,998.0 6,251.0 6,869 819.0 86989 10,583 11,375.2 12,376.4
Items as a percent of capi- .
talization:
Total long-term debt. . .... 18.9 7.3 15.9 211 21.1 21.2 2.0 21.5
Preferred stock. .......... 0 0 0 0 0 0 0
Total common equity. ..... 80.7 82.3 83.7 78.6 78.6 72.3 .5 72.0
Income statement data:
Net income. ... 574.2 849.3 1,047, 4 809.9 942.5 11,0047 1,125.6
Common dividends 6 413.0 455,6

2588 269.3 285 6.3 363, . .
Payout ratio TOO@ns)  (469) (336 (1) (428 (385 (L1) (40.5
occlosuncton;mouum

Industry aggregate:

Retained cash flow........ 72.5 100. 4 220.8 416,3 339.2 282.8 507.3 217
c:&i_ul expenditures_......  216.9 181.5 199.4 424.0 495.7 553.6 627.2 9.4
R m.:d'?’h gow/uptthl 33.4) §5.3) (110.7 98. 2) 68. 4) 51.1) (80.9) 40.5)
expenditures (percent). . . 3 X 3 . 3 ,
luufmo of Iong-{:nn degl. 506. 6 fsz 7 173, s) 504. 2 47,8 ftl 9 155.0 §90 4
Equity Issuance. ............ .5 0 18.2 102.1 2.0 219.4 .5
mmon dividends. . ...... 4.5 0 0 13.8 §5.7 56.4 7.3 8.1
Preferred dividends. ...... 20.3 19.2 19.3 19.3 .5 26.5 2.6 32.4
Cash dividends........... 67.8 19.2 19.3 3.1 79.4 81.9 103.7 119.4
Capitalization:
otal long-term debt....... 898.7 995.8 963.8 1,040.3 853.3 924.8 751.6 1,063.5
Preferred stock (carrying
N ) T 5.2 5.2 5.2 5.2 7.9 1.7 10.5 498.9
Total common equity...... 834.1 825.4 885.8 1,089.2 1,192.7 1,297.5 ),63L.1 767.9
Total capitalization...... 1,755.0 1,845.2 1,875.7 2,172.3 2,128.2 2,355.3 2,528.2 2,458.5
Items as a percent capitali-
zation:
Total long-term debt...... 51.2 54.0 51.4 4.9 40.2 39.3 29.7 43.3
Preferred stock........... .3 .3 .3 .2 .4 .3 .4 20.3
Total common equity...... 41.5 M7 47.2 50.1 56.1 55.1 64.8 3.2
Income statement data:

(48.0) 19.7 9.8 37 174.6  185.4 217.9
41.5 0 0 13.8 X 56.4 77.3
(69.4) (O] ) .5 @LD (36D (0.0

GULF OIL CORP,

lnduﬂ:{'awmt-:
Refsined cash flow......  799.0 779.0 1,264.0 1,490.0 11,2080 1,226.0 1,225.0 1,476
Capltal expenditures.....  908.0 678.0 7840 1,399.0 .0
Retained cash flow/cap-
ital expenditures (per-

cent). .o anne.. . (88.0) (114.9) (161.2) (106.5) (106.8) (90.0) (59.6) (82.9)
issuance of long-term

debt... ... .- 504.0 129.0 60.0 NA 156.0 1560 200.0 NA
Equity issuance. ......... 0 0 0 0
Common dividends. . 312.0 3110 296.0 307.0 331.0 336.0 360.0 371.0
Preferred dividends. 0

0 0
Cash dividends......... 3120 310 296.0 7.0 3.0 3360 360.0 310

Capitalization:
Total lo'r:f-mm debt.... 2,100.0 1,941.0 1,608.0 1,471.0 11,2940 11,1680 11,3070 1,48.0
m“i") stock (carrying o 0 0 0 0 0 o 0
£ ]171) S
Total common equity.... 5,521.0 5409.0 5,569.0 6,329.0 6,458.0 6,942.0 7,337.0 7,757.0

Total capitalization.... 7,860.0 7,597.0 7,443.0 81140 81050 8507.0 9,075.0 9,71.0
ftems 2as a percen of
€3 'ulizauem: g

|
Totarl -torm dedt ... .. 26.7 25.5 21,6 18.1 16.0 13,7 14.4 15.3
Preferred stock........... 0 0 0 0 0
Total common equity...... 70.2 .2 e 78.0 n.7 8.6 80.8 1.9
Income statement dats:

Net income. .._.._.... e 5614 47.0 800.0 1,065.0 700.0  816.0 752.8 N0
Common dividends........ 312.0 311.0 296, 307.0 1. 336.0 360 71,
Payout ratloe. ceemveneceae  (55.6)  (69.8) (36.9) (28.8) (4.2) (41.2) (47.9) (4.9
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INTERNATIONAL CONSOLIOATED FIRMS—Continued

[The following firms are included in the consolidation: Standard of California, Mobil Oil, Texaco, Exxon Corp., Occidental
Petroleum, Gulf Oit—Continued]

1971 1872 1973 1974 1975 . 1976 1977 1978

STANDARD 0IL CO.
(CALIFORNIA)

Industry sggregate

Retaned cosh flow........ 6129 618.2 1,018.9 1,153.8 1,018.3 1,060.6 1,197.3 1,335.1
Capilal expenditures....... 722.4  596.9 2.7 1,143 10259 7937 '8%0.9 1,049.7
R s omicabltal s, ) (ua ) (151 D Gy @ quD aRH a2y

expenditur ercent) .. A . . .
Issuance of fong-term Gabi. 5 ve  Grry G g YIS
Equity issuance. .......... 0 0 0 0
Common dividends. . 237 4 245. 8 263.0 326.6 339.3 365.0 400.0 434.6
Preferred dividends. . 0 0 - --0-

Cash dividends. .....oo.... 23).4 2458  263.0 3266  339.3 3650  400.0  434.6
Capitalization:

otal long-term debt... .. .. 1,054.4 1,032.0 1,063.7 1,015.1 1,347.1 1,57L.0 1,577 2,153.3
Pret?n) stock (carrying 0 0 R 0 0 o
Total comian squity -1 4,919.5 5, 220 7 5.806.4 6,450.2 6,485.1 7,002.0 7,638.2 8 230.6

Total capitalization...._.... 5973.9 6,252.7 6,870.1 74653 7,832.2 8578.0 9,205.9 10,383.8

I!ems! as a percent of capital-
12ation:

Totai long-term debt...,  17.7 16.5 15.5 13.6 17.2 18.3 17.0 20.7

Preferred stock. ........ 0 0 0 0 0 0 0 0

Total common equity. ... 82.3 83.5 845 86.4 82.8 81.7 83.0 79.3

income statement data:

Netincome......_.... R 511 l 547.1 843.6 970.0 m.5 880.1 1,016.4 1, 105 9
Common dividends.....--.. - 245,.8 263.0 326.6 339.3 365.0 400.0
Payout ratio--cceoee..... (‘6 5) “5.0) (3.2) (@@i7) (4.0) (4.5 (9.4 (39 4)

INTEGRATED DOMESTIC CONSOLIDATED FIRMS

[Companles Included in consolidation are: Amerada Hess, Belco Petrofeum, Kerr McGee, Coastal States, Cities Service
Marathon Qil, Sheil Qil, Sun Co., Atlantic Richfield, Getty Oil, Ashland’ 0il, Continental 0il, Murphy Oil, Standard
(Indiana), Union Oil of of cmfornil. Philtips, Standard (Ohio), fp Paso}

Industry aggregal
Retame ‘ %ﬂow ........ $3, 932 9 $4,306.9 $5,395.1 $8,091.7 f7,802.2 fs 111.4 $10, 443.7 $12, 392.3
&ilal cxpendatures-..,..- 4,236 4,652.5 5506.8 9,481.4 11,4852 12,152.2 "12,957.4 12,9545
ined cash flow/capital
Sxpgnditures Geran- 92.6)  (9.9) (85.3) (61.9)  (15.0)  (80.6)  (95.7)
ET0 T 3 8 3 3 2
Issuance of long-term debt. 1, §37 0 326 0 1, 594 8 2, 54!.4 4,400.9° 4, 855.6 4,§czs 2, 500.9
Equity issuance_ ... 1.6 315.6 367.9 4445 1,053.6 283.8
Common dividends. 903 3 912 8 935 2 1,072.2 1,287.3 1,385.2 1,739.1 2,041.8
Preferred dividends 154.5 147.4 147.9 136.5 134.8 126.0 1.3 79.0
Cash dividends........... 1,052.9 1,060.1 11,0831 1,208.7 1,422,0 1,511.2 1,850.4 2,120.8
Cagotalnuhon:
~ " Tolal long-term debt...... 9,247.6 9,582.6 10,240.7 11,259.1 14,332.1 18,104.3 21,901.1 22,743.9
Preferred stock (carrying
409.5 7 259.0 201.0 223.0 284.5

value X 406, 6 362.9 276. . .
Total common equity. 22,442,7 23,602.6 25,717.5 29,781.8 31,855.1 35,846.1 40,678.5 44,976.0
Total capitalization...... 32,579.6 34,063.1 36,839.6 42,049.4 47,185.3 54,9441 63,416.0 68,721.6

ltem's :s 3 pemnuu of capi-
alizatio
28.4 281 21.8 26.8 30.4 3.0 3.5 331
Preferred stock. ... 1.3 1.2 1.0 .7 .5 .4 .4 .4
Total common equity 68.9 69.3 69.8 70.8 67.5 65.2 64.1 65.5
Income statement data:
Netincome....._......... 2,043.7 2,031.5 3,019.9 4,9389 3,980.2 51135 56748 6,473.6
Common dividends........  903.3 912.8 935.2 1,072.2 1,287.3 1,38.2 1,739.1 20418
Payout ratio._._.__ - (43.9) (45.1) (27.9) (20.4) (29.4) (2590 (28.9) (30.8)
Dividends per share. 23.8 23.8 22.5 23.7 26.8 21.1 30.1 29.4
Earnings per share. . 54,3 52,7 80.5 116.3 sL.1 104.6 104.2 9.2
PHILLIPS PETROLEUM CO,
lndus gre m.
wne(f flow...oooo.  235.9 269. 3 3711 648. 4 6021 €81.0 831.9 936.0
Capitsl expmdatum.....-. 225.0 264.7 329.0 618.0 6939 722.8 1,091.4 9%56.2
Rttt (oD, (104.9) WLy aRH U @y @6 o oL
expenditures  (percent), g 8 :
ussuapnco of Ion(-tc‘;m debt. 252.0 80.7 76.9 510.6 55.1 ) ¢ 3, 6)
Equity Issuance. 20.8 19.8 11.§ 18.0 2.7 18.1 l7 2 2.5
Common dividend: 9.8 X 9.2 110.0 121.8 133.7 149.5 184.8
Preferred dividends. ...... (] 0 0 0 0 0 0
Cash dividends. .. ........ 9.8 91.6 98.2 110.0 121.8 133.7 142.5 1838
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued

Companies included In consoli dctioa m‘ Ammda H

Marathon Oil, Shell Qil, Sun Co., A

Belco Petroleum,

Coastal States, Cities Service J]

Oll, Ashiand. Oll contmonhl 0il, Murphy Oil, Standar
(Indiana), Union Oil of Ctilfolnla. Pbilllps, sundard( hio), £ Paso)

1971 1972 1973 1974 1975 1976 1977 1978
Cagiuliulion:

otal long-term debt. ... 800.2 191.8 799.1 £58.2 892.7 839.0 $23.0 79%.5
Prmrr stock (carrying 0 0 0 0 0 0 0
Tots) cominon sqaity- oo 1,749.2 1,819.8 1,93.6 2,273.7 2,424.3 2,720.3 3,08.8 3,635.9

Total capitalization.._._. 2,555.9 2,616.4 2,768.2 2,939.9 3,329.0 3,569.9 4,020.1 4,442.8
Items as a pomnt of capitali-

Tolal Ion term debt...... 3.3 30.3 28.9 22.4 26.8 23.5 23.0 17.9
Preferred stock._.___.__... 0 0 0 0 0 0
Total oommon equity...... 68.4 69.6 70.9 7.3 72.8 76.2 76.8 81.8

Income stnlement data:
ncome..._._ 132.3 148.4 230.4 429.8 342.6 MH.7 16 9 0.5
Common dlvldend 9.8 98,2 110.0 121.8 133.7 184.8
Payout ratio (73.0) (65 1) (42.6) (25.6) (35.6) (32.5) (28 9) (26.0)
GETTY OIL CO.
lndustry gregate:

Relained cash flow,__.....  302.5 219.8 230.0 5372 581.7 565. 8 720.1 840.1
Capital expenditures....... 214.6 273.0 431.0 450.5 519.6 624.5 691.9 8.7
Re .m.:d‘tam fowicapital (141.0) (102.5 (52.6) (119.2) (112.0)  (90.6) (104.1)  (9%.0)

expenditures. . .___.__._ . . . , . 3 3 X
Issua’nco of long-term debt. .8 16.7 59.2 9.7 65.9 23.6 23.8 5.4
€quity Issuance...... 0 0 0 0 0 0 336.3 0
Common dividends. 21.5 21.9 22,6 24.3 46.6 46.6 78,0 88.3
Preferred dividends 1.9 1.8 1.6 1.4 1.3 1.2 1.2 1.1
Cash dividends. . .. 23.4 2.7 .1 25.7 4.9 47.8 79.3 89.5

Cafihliuu'on:
otal fong-term debt. . .. 105.3 112.9 178.9 157.7 179.1 186.3 191.5 170.4
Preferr stock (carrying
................. 38 35.5 30.6 28.4 26. 25,8 24.7 23.1
Total common equity. ... 1,382.5 1,437.0 1,562.1 11,8126 1,875.7 2,13L.4 2,697.9 293.6
Total capitalization...... 1,727.0 1,784.5 1,966.0 2,206.5 2,280.5 2,568.5 29141 3,130.0
{tems :s 4 percent of capital-
Total lon -term debt 6.1 6.3 9.1 7.1 1.9 7.3 6.6 5.4
Preferred stock ... _ 2.2 2.0 1.6 1.3 1.2 1.0 .8 .7
Total common equity 80.1 80.5 1.5 82.1 8.23 83.0 92.6 93.8
Income statement data:
Netincome............... 120.1 76.1 135.0 281.0 256.7 258.5 322 8 322.8
Common dividends. 21.5 21,9 22.6 24.3 46.6 46. 78.0 88.3
Payout ratio__ .- __....._ (18.1) (29.4) (16.9) 8.7 (18.2) (81) (23.7) (22.0)
ATLANTIC RICHFIELD CO.
lndustry gregate:
Retained cash flow_._.___. 347.2 510.8 440.9 808.9 768.6 1,029.1 1,199.6 1,643.2
&m expenditures........ 543.9 363.5 499.6 1,162.7 1,750.6 1,826.5 1,681.3 1,358.2
medd?sh ‘(‘owu"tl)u| (63.8) (140.5) (88.3)  (69.6) 43,9) $6.3) (71.4) (12..0)

expenditures (percent). .. 3 . , , X . , L
Issuapnce of Ionaﬂefm debt. 35.0 0 281.3 2747 §23. ? éﬁ?. 8 421.4 2.4
Equity issuance. . 13.9 6.9 11.2 6.1 15,2 26.8 384.3 NA
Common dividends. 90,9 91.9 92.8 105. 4 118.1 136. 1 187.3 262.2
Preferred dividends 40,2 39.9 39.5 39.1 38.7 38.3 37.8 26.3
Cash dividends. ... 131.2 131.9 132.3 144.5 156.8 174.4 225.1 288.5

Capitalization:
otal long-term debt__ .. _. 856.0 809.5 987.0 1,219.3 1,602.8 2,162.1 2,811,8 3,300.4
Prmm stock (carrying
................. 48, 48.8 48.7 48, 48.4 48,2 48,1 42.6
'lotal oommon equity...... 2,848.3 2,919.1 3,069.0 3,406.2 3,652 4,042.9 4,937 54649
Total capitalization....... 3,753.2 3,777.4 41046 M2.5 65,3140 6,253.2 7,763.6 8,878
Items as a pemnugo of
rltaltza
Total long-term debt_.. . __ 2.8 21.4 2.0 25.7 30.2 u.6 36.2 s

Preferred stock ... ........ 1.3 1.3 1.2 1.0 .9 .8 .6 .5
Total common equity...... 75.9 7.3 4.8 71.8 6R0 64.7 63,2 62.0

lncomg smement data:

Ne 192.5 270.2 474.6 350.4 575.2 701.5 804.3
common drvidands 91.9 92,8 105.4 118.1 136.1 187.3 262. 2;
Payout ratio.____.. (58.8) (42.0) (26.9) (40.6) (28.3) (31.3) (36.4
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued
[Companies Included in consolidation are: Amerada Hess, Beico Petroleum, Kerr McGee, Coastal States, Cities ‘.ionriec‘I

Marathon Oil, Sheil Oil, Sun Co., Atiantic Rich

field, Getty Oil, Ashland Oil, Continental Oil, Murphy Qil, Standar

(1
(Indiana), Union Oit of California, Phillips, Standard (Ohio), E} Paso}
1971 1972 1973 1974 1975 1976 1977 1978
UNION OIL CO. OF
CALIFORNIA
Industry :dun te:
Retainedcashflow_...._..  313.7 336.6 408. 4 643.5 §75.4 671.6 793.2 827.0
Caﬂnl expenditures...... 283.8 3144 390.8 688.1 686.4 813.7 812.9 732.0
Re iMdd'?Sh %Mlc”t) . (110.5 (107.1 104.5 (93.5 (83.8 (82.5 (97.6 (113.0)
expenditures (percent)_ . 3 8 . . . ; . ’
lsqmqo of Iong-gorm debt. 28. 9) 70. 3) ( 28 2) 170. l) 207. 2) 27!.6) 114 S) 69.5
Equity issuance..____..___ 0 0 Q 0 0 0 0 0
Common dividends.. . __.. 45.4 45.4 47,0 60.3 63.1 75.1 91.4 102.8
Preferred dividends....... 24.1 24.1 23.9 20.1 17.5 10.0 6.0 0
Cash dividends...... ... 69.5 69.5 70.9 80.4 80.6 85.1 97.5 102.8
Capitalization:
otal fong-term debt. .. 546.0 §78.3 564.2 648.0 732.4 925.8 11,0245 1,250.1
Preferred stock (carrying
104, 104.3 102.3 84.6 7.9 33.3 24.0 1]
X 1,500.7 1,612.3 1,838.1 1,847.6 2,070.5 24134 2,654.6
2,201.7 2,299.3 2,593.0 2,673.1 3,044.8 34788 3,922 0
26.3 4.5 25.0 27.4 30.4 29.5 3.9
4.7 4.5 3.3 2.7 1.1 Ri 0
68.2 70.1 70.9 69.1 68.0 69.4 6.7
121.9 180.2 288.0 232.8 268.8 334.2 382.3
. 45.4 47.0 60.3 63.1 75.1 91, 102.8
Payout ratio........_..... (46.4)  (29.5) (21.4) (29.1) (21.9) (21.7) (26.3)
STANDARD OIL CO. (OHI0)
Industry aggregate:
Retained cash flow. _ 108.9 119.5 152.9 192.6 192.4 215.7 354.0 949.7
Capital expenditures. ... .. 174.6 124.4 219.2 700.4 1,641.6 1,698.8 1,087.1 T62.3
R meatiires et 62.4)  (6.1) (8.8 (27 5y (L7 (12.7)  (32.6) (124.6)
expenditures (percent) _ . g 3 N R . } s .
ISsqlanQ of long-?crm debt. 12.% 1.4 35. 7) 395.2° 1154, S) 1, é96. 6) 1, 877. 8) 289.7
Equity ISSuance..cc....-.. 4.3 2.0 5.2 2.0 141.4 3.9 0 0
Common dividends. . 36.3 36.4 36.7 37.1 50.0 52.4 54.2 90.2
Preferred dividends. . .6 .5 .5 .4 A 4 .4 .4
Cash dividends. ........_. . 3.8 3.9 31.2 3.5 50.5 52.8 54.6 90.6
Capitalization: -
ofal long-term debt_.....  493.8 404.8 413.5 804.9 1,949.2 3,626.8 4,687.6 4,392.6
Preferred stock (carrying
value). . ceeanes 14.4 13.4 12.2 11.2 111 10.6 9.6 8.9
Total common equity. ... 1,028, 1,06l.7 1,119.8 1,232.4 1,450.2 11,5388 1,670.1 2,031.7
Total capitatization.. ... 1,536.3 1,479.9 1,545.5 2,048.5 3,410.5 5/176.1 §6,367.3 6,438.2
Items as a percent of capl-
talization:
Total fong-term debt. 32.1 27.4 26.8 3.3 57.2 70.1 713.6 68.3
Preferred stock. - . .9 .9 .8 .5 .3 .2 .2 .1
Total common equit .9 n.? 72.5 60.2 2.5 29.7 26.2 k)
Income statement data:
Netincome. . _........... 58.8 59.7 74.1 125.9 126.6 136.9 181. 1 450, 2
Common dividends. 36.3 3.4 36.7 3.1 50.0 52.4 54.2 9.2
Payout ratic. ... .......... (83.6) (82.6) (66.9) (39.5) (39.8) (38.3) @LIy (e0.8)
STANDARD OIL CO.
(INDIANA)
Industry aggregate:
Retsined cash flow. .. §39.5 619.8 790.7 1,325.5 1,188 1 11,3559 1,58.5 1,805
Clr‘lpl expenditures....... 572.9 749.5 900.8 1,511.3 11,5249 1,360.7 1,452.0 1,744 0
Re lneddgiash f:ow/cap'l)hl 2) 82.7) 87.8) (81.7) 72.9) 99.6) (109.3) (103.6)
expenditures (percent)... 3 , 8 E A 5 X
lssuapnce of Ion;-‘;orm debt. éaz 9 foo.l 556.0 496, 3 574. 8 26.8 463.4 124.9
Equity issuance. _......... NA 53.5 0 245.8 0 0 0 0
Common dividends........ 158.8 166.8 180.3 233.9 293.8 337.5 381.3 410.0
Preferced dividends. .. ... 0 0 0 0 0 0 0 0
Cash dividends. ...e...-.. 158.8 166.8 180.3 2339 293.8 332.5 381.3 410.0
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued

Companies included In consotidation aro Ammda

Belco Petrohum Kerr McGee, Coastal States, Cities Service,

Marathon Oil, Shell Oil, Sun Co., tty Oil Ahland oil, Continental 0il, Murphy Oil, Standard
(Indiana), Union Oil of of Cahfomn, Phall:ps, Stlndard (Ohlo), 7] Paso)
1971 1972 1973 1974 1975 1976 1977 1978
Capitalization:
otal long-term debt...... 1,028.1 1,061.5 1,235.1 1,427.4 1,708.7 1,757.7 2,431.0 2,532.4
Prefene stock (carrying
................. 0 0 0 0 0 ¢ 0
Tolal common equity...... 3,557.3 3,798.9 14,1253 51251 505849 6,146.7 6,741 7,146.3
Total capitalization. ... .. 4,600.5 4,863.4 53641 65525 7,293.6 7,904.4 9,238.6 9,69.9
ftems as a percent of capital-
ization:
Total fong-term debt...._. 22,3 21.8 23.0 21.8 23.4 22.2 27.0 26.1
Preferred stock...__...... 0 0 0 0 0 0
Tolat common equity. ..... n3 78.1 76.9 78.2 76.6 7.8 73.0 1.7
income statement data:
Net income...._ 314.7 511.2 970.3 782.0 893.0 1,011.6 1,076.4
Common dividen . 8 233.9 293.8 331.5 381.3 410.0
Payout ratio. ... (M4.5)  (35.3) (4.1) 37.3) (31.8) GaLn (38.0)
MURPHY OIL CORP.
Industry ate:
Reum ca flow....... . 4.2 5. 0 112, % 1429 134.6 144.9 133.9 151.§
&tal expenditures._.___ . §2.2 1n4 103.1 141.0 195.1 156.1 244.2 255.6
e pon “’"r" 'm0 w9 amn a0y 600 @29 GLe G
expenditures (percent).. 2 R , X . .
Issufnco of long-term de| 28.8 62.4 45.6 (m. 2 59.0 (72. 5) §26. 8 166.3
Equity Issuance. ....... 25.7 6.9 3.2 21.5 0 18.7 0 0
Common dividends. 3.0 3.2 3.7 7.5 7.5 1.5 9.9 9.9
Preferred dividends. . 1.1 L1 .1 .1 .1 0 0 0
Cash dividends........... 4.1 43 3.8 7.6 7.6 1.5 9.9 9.9
Capitalization:
otal lo.rL;-term debdt...... 102.9 153.6 166.7 263.7 29%.2 281.7 354.5 480.9
Preferred stock (carrying
value)...ceeeooeene.. 20.2 2.1 1.6 1.1 0 0 0
-Jotal common equity. 158.3 185.0 238.1 310.4 338.5 319.5 415.5 452.3
Total capitalization........ 360.2 425.9 $00.0 678.7 753.8 815.3 935.1 1,108.8
,llemts as a percent of capitali-
Total long-term debt.. . .. 28.6 3.1 333 339 39.3 34.6 37.9 43.4
Preferred stock .. ___..... 5.6 .6 .4 .2 .1 0 0 0
Total common equity...... 43.9 43.4 41.6 45,7 4.9 46.6 4“4 4.8
Jncome statement data:
Netincome...._.... 111 14.3 4.5 66.6 40.1 489 4.1 46.6
Common dividend 3.0 3.2 3.7 1.5 1.5 1.5 9.9 9.9
Payout ratio, (29.9) (4.3 (1.6) (1L2) (18.8) (15.3) (2L.1) (2.3
(CONTINENTAL OiL CO.
industry aggragale:
Reumed cash flow........ 332.6 321.8 476.5 550.9 623.1 730.3 744.9 860.0
&ltal expenditures...._.... 382.5 458.1 372.8 674.3 797.2 775.6 837.2 1,107.4
lne% °t§'h ':Wl'm)li)hI (85.8) (70.2) (127.8) 81.7) 18.2) 94.2)  (89.0) mnn
expenditures (percen . 3 A . X 5 3 .
luu:t.&cl of Ionx-‘t’:rm debt. 76.2 65.6 51.7 {30. 4 fOS. 8 514. 1 9.6 510.0
Equity issuance....... veee 0 0 0 0 0 148.7 ] 0
Common dividends........ 74.8 74.9 76.5 85.8 101.6 120.3 144.7 153.0
Preferred dividends...... LS5 1.4 1.2 .9 .8 .6 .5 4
Cash dividends........... 76.3 76.4 n”m? 86.8 102.4 121.0 145.2 153.4
italization:
otal long-term debt...... 7110 702.0 700.2 892.5 904.1 1,041.4 1,349.0 1,485
Preferred stock (carrying
value)............ 2.6 2.5 1.8 1.6 1.4 1.0 .8 0.7
Total common equity...... 1,533.5 1,637.5 1,86.6 2,052.7 2,133.5 2,634.4 28488 31471
Total capitalization...... 2,362.0 2,454.7 2,632.8 3,090.9 3,205.0 3,87.8 4,421.1 4,887.0
[tems ‘é a percent of capital-
To!al long-term debt...... 30.1 28.6 26.6 28.9 28.2 26.9 30.5 30.5
Preferred stock. .1 .1 .1 .1 0 q 0 0
Total common equity 64.9 66.7 68.6 66.6 8.1 64.4 64.4
[ncome statement data:
Net income............. 140.1 170.2 242.7 321.6 330.9 460.0 388 451.3
Common dividends........ 74.8 74.9 76.5 85.8 10L.8 120.3 1487 153.9
Payout 1ot eceverceanese  (540) (MO QL)  (26.3) (B @I GL0) 319
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued

[Companies included In consolidation are: Amerada Hess, Belco Petroleum, Kerr McGee, Coastal States, Cities Service
Marathon O, Shell O1l, Sun Co., Atlantic Richfield, Getty Oil, Ashland Oil, Continental Oil, Murphy O, Sundmi
(Indiana), Union Oil of ¢aliiomia. Phillips, Standard (Ohio), Et "asol

1971 1972 1923 1974 1975 1976 1977 1978
ASHLAND OIL, INC,
Industry aggregate:
Retained cash flow..._.... 95.3 122.8 141.8 169.8 195.4 221.2 268.9 363.8
Capital expenditures. ...... 84.6 253.2 176.1 183.7 278.7 252. 4 $00.8 317.3

Retained cash flow/capital

expenditures (percent)_ . 112.7 48, 5) 80. 5 92.4) 70.1) 90. 0) 53.7) 114.7
l&su;nce of long-term debt. ( 0 y (22. (22. 7) (18.0 (79. 3 (ll. 9 Sld. 8 SOS. 7)
Equity issuance. ... NA NA NA NA 3.3 0 65.9
Common dividends 25.6 26.5 27.6 31.4 34.2 40.3 49.9 55. 2
Preferred dividends - 6.7 1.2 7.1 9.1 10.7 10.6 12.7 13.0
Cash dividends. .. ........ 32.4 33.6 34,8 40.4 45.0 50.9 62.6 68.1

Capitalization:

otal long-term debt...._. 298.6 43.3 4“7.4 462.2 512.0 502.1 686.8 577.2
Preferced stock (carrying

value). ... ooeila 39.8 39.9 35.8 76.8 74.9 59.3 102.5 188.9
Total common equity...... 409.8 467.2 513.8 585.0 650.7 749.7 860. 951. 1

Total capitalization...... 765.1 941.6 1,019.9 1,146.8 1,261.2 1,33.7 11,6735 1L,727.2

Items as a percent of capi-

talization:

Total long-tarm debt...... 39.0 43.9 43.9 40.3 40.6 37.6 a1n.0 3.4

Preferred stock. .. .o.oo.oo 5.2 4.2 3.5 6.7 5.9 44 6.1 155
53.6 49.6 50.4 51.0 51.6 5.1 51.4 55.1
39.2 63.0 85.2 113.0 119.4 136.0 164.3 2.8
25.6 26.5 21.6 31.4 34.2 40.3 49.9 85.2

Payout ratio_...._. . (81.6) (45.3) (36.4) (30.9) (33.4) (32.8) (339) (U2

COASTAL STATES
GAS CORP.
industry aggregate:

Relained cash flow._.... .. 65.5 72.2 12.1 135.5 151.3 172.4 175.9 192.4

Capital expenditures. ... 89.9 116.8 122.8 121.6 98.3 214.9 24L.9 293.0

ke ineddp;,ash f}ow/up'i;al (72.9) (62.3) (91.3) 11L.4) (154.0)  (80.2) n 65.7)

expenditures (percent). . . 8 . . 8 ) 3
lssufnﬁ:a of fong-term debt. 49.5 98.9 60.8 50.1 4.1 185.0 8(2)' 8 594 8
Equity issuance........... .7 2.6 8.1 0 0 0 0 0
Common dividends ....... 0 0 0 0 0 0 4.2 5.6
Preferred dividends. ...... .8 .8 5.0 5.0 5.0 5.0 5.0 5.0
Cash dividends. . ......... .8 .8 5.0 5.0 5.0 5.0 9.2 10.8

Capitalization:

otal long-term debt......  288.5 21.2 625.7 574.4 543.0 601.0 618.1 806.7
Preferred stock (carrying

value)_........... . 2.8 2.8 .9 .9 .9 .9 .9 .
Total common equity......  245.7 288.3 428.8 478.9 451.7 511.1 §75.5 626.0

Total capitalization. .. ... 537.0 612.3 10851 1,082.4 11,0343 1,156.4 1,296.4 1,474.])

items as a percent of capitall-

zation:

Total fong-term debt. . .... §3.7 52.5 51.7 53.1 53.1 52.0 52.3 54.7
Preferred stock._.......... .5 .5 .1 .1 .1 .1 .1 .1
Total common equity...... 45.7 4.1 39.5 4.2 4.3 4.2 4.4 2.5
Income statement data:
Netincoma......o...c... 36,7 40.9 38.2 55.1 54.3 58.4 713.2 60.4
Commeon dividends .. 0 0 0 0 4.2 5.6
Payout 1atio. ceneeeencanan 0 () ) ) (O} () (6.3) (10.3)
Industry sggregate:
nR:lamedggas fOW. cveenee 262.1 274.1 392.9 535.8 515.9 573.6 557.9 555.8
Capifal expenditures._......  323.9 269.8 283.9 730.0 537.3 517.¢ 444.7 §70.0
R ses (oot (80.9) (101.6) (38.4) (34) (6.0 (I8 (125.4) (.5

expenditures (percent). .. B . , . 3 N .
Issuapnce ofulonx-%e«m debt. 19.2 105.6 0.4 92.0 71.0 95.0 86.4 60.3
Equity issuance........... 15.4 0 10.2 1.4 6.1 0 0 0
Common dividends.._..... a1 2.4 33.9 37.1 41.1 70.4 107.0 140.9
Preferred dividends. . 39.4 37.2 36.6 3.6 36.5 3.1 24,7 13.1
Cash dividends. ...__..._. 10.5 69.6 70.5 3.7 7.7 106.5 131.6 153.9
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued
{Companies included In consolidation are: Amerada Hess, Belco Petroleum, Kerr McGee, Coastal States, Cities SmIicod

Marathon Oil, Shell Oil, Sun Co., Atlantic Richfield, Getty Oil
(Indiana), Unlon Oil of éalafornla, Phillips, Standard (Ohio), &l basol

Ashland 0il, Continental Oit, Murphy Qil, Standar

1971 1972 1973 1974 1975 1976 1977 1978
Cagiulization:
otal long-term debt. _____  485.4 568.9 627.4 678.9 657.3 732.0 731.9 799.3
Preferred stock (carrying
value). ... ... ... .1 16.3 16.3 16.2 16.2 15.1 6.4 5.1
Total common equity...._. 1,696.6 1,743.9 1,913.4 2,230.6 2,375.1 2,540.0 2,754.1 2,943.9
Tolal capitalization...... 2,213.0 1 2,329.1 2,557.0 2,925.7 3,048.6 3,287.1 3,498.4 13,7483
ttems s a percentage of capl-
talization:
“Total long-term debt, ... __ 2.4 24.4 4.5 23.2 21.6 22.3 211 213

‘Preferred stock. ... .8 .7 .6 .6 .5 .5 .2 .1

Jotal common equity...._. 76.1 74.9 74.8 76.2 77.9 1.3 18.7 8.8
Income statement data:

"Netincome 15,6 1547 229.7 1.7 2201  36.2 LY  365.4
Common ¢ividends 3.1 32.4 33.9 37.1 41.1 70.4 107.0 140.9
Payout ratio.___.. (27.6) (17.6) (10.9) (22.5) (2.0) (L.1) (40.0

SHELL OIL CO.
Industry aggregale:

nR:tamed‘s[as flow. _..... 500.4 506.9 623.4 974.6 935.6 1,244.4 1,343.9 1,313.6
Capital expendilures...... 450.5 590.9 580.6 929.2 1,075.5 11,3843 1,818.8 1,774.4
R medd ?Sh l}ow/cap{;zl (111.1)  (85.8) (107.4) (104.9) (82.3) (8.9) 73.9) (L.

expenditures (percent) . . . 3 N ) . . X .
lssu:ncne of Iong!t,elm debt. 26.0 214.0 LS 19.6 263.6 28.4 13.8 1.5
£quity 1ssuance. _. - .3 .2 10.2 12.6 52.5 124.1 1617.7 12.7
Common dividends 161.7 161.8 161.7 165.1 220.7 150.1 229.0 261.6
Preferred dividends 0 0 0 0 0 0 0
Cash dividends 161.7 161.8 161.7 165.1 220.7 150.1 229.0 267.6

Capitalization:
otal fong-term dedt......  83%6.8 1,025.6 1,020.9 976.6 1,202.1 1,175.2 1,500.9 1,572.7
Preferred stock (carrying

value). . ...ccoeeeno. 0 0 0 0 0 0 0
Total common equity...... 2,826.0 2,925.0 13,0951 3,559.7 3,911.4 4,591.2 65,2650 6,105.8

Total cap:talization_..__. 3,662.8 3,950.5 41159 4,536.3 51134 5766.3 67659 7,678.5

$tems as a percent of capi-

talization:

Total long-term debt. ... . 22.8 26.0 24.8 21.5 23.5 20.4 22.2 20.5
Prefersed stock. . -........ ] 0 0 0 0 0 0 0
Total common equity. ... n.2 74.0 75.2 8.5 76.5 79.6 7.8 79.5

Income statement data:

Netincome....... 244.5 260.5 332.7 620.5 514.8 705.8 735.1 813.6
Common dividends. 161.7 161.8 161.7 165.1 2207 150.1 229.0 267.6
Payout ratio..__.. (66.1) (62.2) (48.6) (26.6) (34.3) (21.7) (3L.3) (IO

MARATHON OIL €O,

industry aggregated:

Retained cash flow........ 142.3 136.7 2119 284.3 2149 295.3 391.0 434.4
Capital expenditures. . ... 94.4 138.§ 128.5 249.4 230.9 345.5 48:.1 $02.3
Re(aineddgash "omc‘pltl).l (150.8) 98.7 164.9 (97.9 93.1 85.5 (81.3) 86. 5)

expenditures (percent).. R X 8 B 3 2 . .
1ssuance of long-term debt. 5.6 (13. 2) ( 12. 6) 21 3) (68. 2) 88. 4) 169.6 éﬁ!.l
€quity issuance. ... - 4.4 .6 L1 .5 2.9 (Y 0 0
Common dividends. . 47.9 7.9 4.9 53.9 §3.8 58.6 66.2 66.5
Preferred dividends . 0 0 0 0 0 0 ] (]
Cash dividends........... 4.9 47.9 47.9 53.9 53.8 58.6 66,2 66.5

Capitalization:

olal fong-term debt...... 2942 318.4 252.9 207.8 2495 1,032,2 1,008.0 1051.8
Preferred stock (carrying

value)......... aeamenan 0 0 0 0 0 0 0 0
Total common equity...... 760.9 181.3 886.0 996.5 1,011.7 1,150.5 11,2867 1,447.5

Total capitalization...... 1,055.1 1,105.7 11,1389 1,204.3 1,260.2 2,187 2,294.7 2,489.4

1tems as 3 percentage of
capitalization:
Total long-term debt...._. 21.9 28.8 22.2 12.3 19.8 4.3 3.9 42.1
Preferred stock........... 0 0 0 0 0 0 0 0
Total common equity...... 72.1 n.e 71.8 82.7 80.2 52.7 56.1 51.9
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued

[ Companies included in consolidation are: Amerada Hess, Belco Petroleum, Kerr McGes, Coastal States, Citles
Service Marathon Oil, Shell Oil, Sun Co., Atiantic Richfield, Getty Qil, Ashiand Oil, Continental Oil, Murphy
0il, Standard (Indiana), Union Oil of California, Phillips, Standard (Ohio), El Paso)

9 1972 1973 1974 1975 1976 19717 1978

Income statement data:

Netincome .. _........_. 88.7 79.8 129.4 170.5 128.1 195.8 197.0 197.1
Common dividends...___.. 47.9 41.9 47.9 53.9 53.8 , 6 66.2 66,5
Pajoutratio.............. (54.1) 59.9 (37.0) (31.6) (a2.1) (29.9) (33.6 (33.7)
CITIES SERVICE CO,
Industry aggregate:
Retained cash flow. .. 185.8 243.6 242.4 381.8 25 458.6 438.6 529.7
(éag A 29.5 261.7 402.2 446.9 435.9 524.3 $00.0 636.1
e!
expenditures (percent). _ (62.7 (93.1 60. 3 (85.4 78.6, 87.5 (87.7 33 3
Issuance of long-term debt. 222, 0) 22, 3) (53. 9) 18, l) 5&3. 7) 1(32. 8> 182. 8) {59. 9)
Equity issuance .. _____ .. 6.1 12.9 6.7 .8 4.0 20.1 14.5 1.2
Common dividends.._..... 61.6 $6.7 57.3 6.0 64,5 0.7 82.7 85.8
Preferred dividends....._. 0 0 0 0 0 0 0 0
Cash dividends. .. ... .._. 61.6 $6.7 52.3 61.0 64.5 70.7 82.7 8.8
Capitalization:
otal [ong-term debt______ 562.8 564.0 610.4 569.3 761.9 791.7 937.7 1,055.1
Preferred stock (carrying
value). ... ... ........ 0 0 0 0 0 0 0 0
Total common equity...... 1,365.5 1,433.8 1,530.1 1,673.7 1,631.8 1,798.2 1,937.6 1,971.0
Total capitalization.. ... 1,935.6 2,004.8 2,139.9 2,250.4 2,406.7 2,597.5 2,885 3,03.3
items as a percent of capi-
talization:

Total long-term debt. .
Preferred stock..._...
Total common equity.

29.1 281 2.1 25,3 3L9 30.5 32.5 34.8
[1} 9 0 0 0 0 0 0
70.5 7.8 1.5 74.4 67.8 69.2 67.2 64.9

lacome statement data:

Nelincome... .. . ___._. 104.5 99.1 135.6 203.8 137.7 217.0 210.2 118.0
Common dividends. - 61.6 56.7 57.3 61.0 64.5 70.7 82.7 85.8
Payout ratio.............. (58.2) (57.3) (42.2) (29.9) (46.9) (32.6) (39.4) (2.6)
EL PASO CO.
Industry :Jue ate:
Retained cash flow....___. 131.7 155.7 224.1 237.% 287.8 189.5 242.9 258.0
Capital expendiiures.......  163.2 L3 184.1 231.¢ 45,1 330.9 325.2 383.1
Rewudd'?s" fzow/cap'i)m (80.7) (139.8) (121.7) (100.2) (64.7) 57.3) 76.2)  (67.3)
expenditures (percent). .. A X . X 3 A 3 L
lssuapnce of lon;-l;um debt NA) NA NA 34.0 449.0 595. 7 505. 8 79.0
Equity issuance. . 27.9 NA NA 0 6.6 82.5 61.5 86.3
Common dividend 27.1 21.6 21.9 2.9 33.7 41.4 45.3 51.6
Preferred dividends. - 6.4 6.8 7.5 0 0 0 0 0
Cash dividends.... . .._.. 33.6 kLX) 35.4 27.9 337 4L 4 45.3 51.6
Cagitalintion:
otal long-term debt. .. ._ 1,116.4 1,130.4 877.6 850.1 1,201.8 1,380.0 11,4147 1,408.6
Preferred stock (carrying
vahue) ... ... .o ... 85.9 107.2 105.6 0 0 0 0 0
Total common equity...... 443.6 466. 4 411.5 457.0 529.5 573.5 687.8 702.5
Total capitalization.._. . 1,655.0 1,712.8 1,403.3 1,418.0 1,834.4 2,054.4 2 200.6 22818
Items as a percent of capital-
ization:
Tctal long-term debt.. .. .. 67.5 66.0 62.5 59.9 65.5 67.2 64.3 61.7
Preferred stock_ ... 5.2 6.3 1.5 0 0 0 0 0
Total common equity...... 26.8 21.2 29.3 3.2 28.9 2.9 3.3 30.8

Income statement data:
Netincome...... 64.1 63.9 53.1 73.0 58.2 73.4 92.1
Common dividend . 27.1 27.6 27.9 27.9 33.7 1.4 45.3 S1.6
Payout ratio__ ... (47.2) (48.8) (61.0) (3B.3) (58.5) (55.6) (49.1) (42.3)

KERR-McGEE CORP,
Industiy aggregata:

Retained cash flow._..__... 83.0 112.0 109.4 171.3 189.5 206.0 226.3 242,1
Caplul:xperr:’mft]urels....ﬁi. 69.9 76.1 113.0 163.9 234.7 261.0 269.2 270.2
Retained cash flcw/cap)

exnenditures (pmer?l)_.. (125.9) (1472.3)  (96.7) (104.5) (80.7) in. 9 (@41 (9.5)
Issuance of long-term debt. 23.5 23.2 4.9 62.8 85.3 32.0 .3 A
Equity Issvance. ... . 2.3 94.9 29.8 .9 68.1 1.7 .2 .4
Lommon dividends. . 12.2 14.0 14.7 213 5.4 30.7 3.3 3.3
Preferred dividends . 1.2 1,2 .9 0 0 '] 0 0
Cash dividends........... 13.4 15.2 15.6 2.3 25.4 30.7 32.3 32.3
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INTEGRATED DOMESTIC CONSOLIDATED FIRMS—Continued

[Companies Included in consolidation sre: Amerada Hess, Belco Petroleum, Kerr McGes, Coastal States, Cities
Service Marathon Oit, Shell Oil, Sun Co.f Atlantic Richfield, Getty Oil, Ashiand Oil, Continental Oil, Murphy
o

Qil, Standard (Indiana), Unlon Oil of Cali

mis, Phillips, Standard (Ohlo), Ef Paso]

1971 1972 1973 1974 175 1976 1977 1978
Capitalization:
otal long-term debt...._..  225.7 124.4 122,8 158.6 216.4 321.2 299.4 255.3
Preferred stock (carrying
value). o coemamcmcaae 26.5 0 0 0 [ 0 0
Total common equity...... 351.5 481.8 558.6 654.7 807.9 913.1 1,002,8 1,0888
Tolal capitalization...... 609.2 639.1 638.8 822.0 1,039.0 1,253.9 11,3249 1, 369.2
Items as a percentage of
capitalization:
Totarlon(—term debt. 3.0 19.5 17.8 19.3 20.8 25.6 22.6 18.6
Preferred stock. ... 4.5 4.1 0 Q [1] 0
Total, common equi 7.7 75.4 81.1 79.6 7.8 72.8 75.7 79.5
Income statement data:
Netincome.,. .ooowoeoooe 40.7 50.6 62.8 116.4 1311 134.1 119.2 118.2
Common dividends. 12.1 14.0 14.7 21.3 25.4 30.7 32.3 32.3
Payout ratio. ... ....oocne. @GL1I) (28.0) (23.8) (183) (i%.4) (22.9) (27.1) (.4
BELCO PETROLEUM CORP.
Industry aggregate:
Relari%ed‘ casg floW. occuwee 20.8 21.3 27.1 63.8 £2.2 2.1 68.2 8.3
Capital expenditures....... 28.3 2.3 2.2 55.7 $6.5 46.0 56.0 64.5
Reuinedd%ash f}ow/mpti;zl (73.3) (78.1) (127.6) (l14.5) 4.7 113.3 121.7 (127.6)
expenditures (percent)... 3 X 8 ., . 3 . ,
lssu::ce of Iong-g:rm debt. 29.3 17.6 17.2 0 15.9) ( 3,4) ¢ 0 ) 7.7
Equily issuance._..___.... 0 0 0 0 0 0 0 0
Common dividends. 3.4 1.8 0 3.8 4.5 5.3 1.6 8.4
Preferred dividends 0 0 0 0 0 0 0 0
Cash dividends. ....cc.... 3.4 1.8 0 3.8 4.5 53 7.6 8.4
Capitalization:
otal fong-term dedt...... 58.0 68.8 61.4 68.2 72.8 66.3 51.8 51.5
Preferred stock (carrying
0 0 0 0 0 0 0 0
94.6 101.8 116.8 156.2 173.0 199.2 234.9 282.7
Total capitalization. ..... 152.5 170.6 178.2 224.4 245.8 265.5 286.7 334.2
llem:‘ ‘1‘: a parcent of capitali-
ion:
Total long-term debt...... 38.0 40.3 3.4 30.4 29.6 25.0 18.1 15.4
Preferred stock........... 0 0 0 0 0 0 0 0
Total common equity...... 62.9 597 65.6 69.6 70.4 75.0 81.9 84.6
Income statement data:
Netincome........ccceuee 1.0 9.8 15.0 43.2 21,2 3.4 2.2 55 6
Bovoue o, cends.------- (3?' :) (1& g) ©) (g' 9) (21' g) (13' g) (u’z' ?) (1?’ 3)
ayout ratio...._......... . X . X 3 .
Di:iodends per share._..... .5 .3 .5 .6 .7 1.0 1.1
Earnings per share......... 1.6 1.4 2.0 5.8 2.8 41 5.5 1.2
AMERADA HESS CORP,
Industry aggregate:
Retained cash flow_....... 216.5 148.0 .2 327.4 258.1 298.0 360.9 340.1
Caﬂ!sl expenditures........ 175.7 2.1 242.0 47.2 283.2 291.3 421.6 353.3
R m'dd'?’h Qow/upgll (123.3) (104.1) (133.6) 78.5) 91.1) (102.3) 85.6) (%.2)
expenditures (percent)... 3 5 3 . . 3 2
Issu::co of long-germ debt. 229.9 102. 1 162.5 fzs. 0 582. 2 253.0 5 2.7
Equity issuance........... 0 2.7 0 0 0 0 0 0
Common dividends........ 5.1 6.0 6.4 6.6 6.7 8.7 18.5 26.7
Preterred dividends....... 30.5 25.4 23.9 23.7 23.7 23.7 23.0 19.5
Cash dividends........... 356 3.4 30.3 30.3 30.5 32.4 41.5 46.
C?iulimion:
otal long-term debt...... 421.9 438.2 §58.5 641.2 638.2 681.7 753.1 8.9
Preferred stock (carrying
value)........... .- 7.6 6.9 6.8 6.8 6.8 6.8 6.0 4.3
Total common equity 548.1 547.6 766.8 938.4 1,036.3 1,155.1 1,293.7 1,387.8
Totat capitalization. ..... 983.6 992.7 1,332.1 1,586.4 1,681.3 11,8435 20528 2,141.0
items '!? a percent of capital-
zation:
Total long-term debt...... 43.5 1 41.9 40.4 38.0 3.0 36.7 3.9
Preferred stock. .......... .8 .5 4 .4 .4 .3 .2
Total common equity...... 85.7 55.2 52.6 59.2 61.6 62.7 63.0 64.8
Incorme statement data:
133.2 245.3 201.9 128.4 152.6 178.9 142.5
5.1 6.6 6.7
(23.6) (4.5) (5.6) (8.9) €9.5)

of income.
Common dividends....... 3
Payout ratio........ c—eene @1

18. 6.
(16.5) (27.1)
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DOMESTIC CONSOLIDATED FIRMS

[Companies included In consohd)abozn are: Rcscrve Oul & Gas, Mesa Petroleum, Texas Oil & Gas,

General American 0il,

Superior Oil, astern, Houstor i & Mu.enls, Pennzail, Louisiana Land & Explout:on}
1971 182 1973 1974 1975 1976 19717 1978
indystry aggregate:
Retained cash flow........ $324.9  $4/4.9 $492.6  §717. 4 $734.9  $971.1 $1,083.3 $1,354.7
Capital expenditures....... 322.5 5§7.0 815.2 938.4 906. 9 965.9 1,38.6 1,882.7
R expertiiare '2”"""3‘ s (78.3) (60.4) (76.4) (81.0) (100.5) (78.1) (719
expenditures (percent). . X , . . . X 5 .
Issuance of lang-teim debL 391.9) 542.6 305.9 478. 7) 803. 9) 733. 7) 645.2) 1, {43. 6)
Equity issuance. .. 33.3 13.6 153.7 1.3 75.3 102.4 81,9 108.1
Common dividend: 81.8 8.7 93.7 114.5 135.6 137.% 188.0 214.4
Preferred dividends. - 16.0 14.5 16.8 9.6 12.2 13.1 10.8 13.4
Cash dividends........... 103.8 104.2 110.5 124.1 149.1 149.4 188.2 221.8
Capitalization:
otal long-term debt_..... 1,431.1 1,682.0 1,852.4 12,1154 23455 2,429.3 2,728.7 3,095.7
Preferred stock (carrying
value). .. coooer e 54.2 52,8 51. 44.5 46.3 40.7 4.1 35.0
Total common equity . .-... 1,623.7 1,820.6 2,233.5 2,436.4 2,770.7 3,286.2 3,825.0 4,125.1
Total capitatization...... 3,201.5 3,679.7 4,270.5 4,810.8 5419.8 5925.4 6,810.2 7,458.9
items as 3 percent of caple
talization:
Total long-term debt...... 4.7 45.7 43.4 4.0 43.3 1.0 40.1 4.5
Preferred stock. .. _...__.. 1.7 1.4 1.2 .9 .9 .7 .5 .5
Total common equity. ... 50.7 49.5 52.3 §0.6 51.1 55.5 56.2 55.3
Income statement data:
188.8 231.8 31L.5 463.2 435.5 538.8 601.5 602.0
(%'g) (5‘49':1) (?43'9) (lllé‘g) (123{586) (123273 852 2315'23)
5.7 5.7 5.8 6.7 7.4 iy @Y @7
14.3 16.7 23.3 3.0 34.1 36.4 41.2 32.2
LOUISIANA LAND
& EXPLORATION
industry aggregate:
Retained cash flow. . 4.0 53. 69.3 120.6 108. 4 135.2 157.1 1919
Capital expenditures. 42.17 107.4 78.8 120.0 117.6 108.1 146.6 191.8
Reumeddt;ash '&“’“ 1) (98.5) (50.2) (88.0) (100.5) (82.2) (125.1) (l107.2) (100.0)
expenditures (percent)... 3 X 3 8 : . X
mssuapnce of long-term debt. L1 89.0 0 0 7. 18.3 2.9 4.6
Eqmly issuance. ...eeoeo.ae 0 0 0 0 0 [ ) 0
Common dividends. . 36.0 36.2 36.6 33.4 40.6 42.8 45.0 46.4
Preferied dividends. . 0 ] ] 0 0 0 0 0
Cash dividends. .. ..c..... 3.0 36.2 36.6 38.4 40.6 42.8 45.0 46. 4
Cagiulization:
ofsl long-term debt...... 28.2 97.2 91.5 147.5 148.7 174.7 198.1 121.7
Preferred stock (carrying
710 D 0 0 0 0 0 0 0 0
Total common equity...... 1825 2219 255, 4 323.6 343.6 392.6 495.4 549.4
Total capitalization......  215.7 3249 352.6 474,7 494.5 573.7 695. 4 679.4
ltems as a percentage of
italization:
Tonrlon -term debt...... 13.1 29.9 25.9 31 30.1 30.5 28.5 18.7
Preferred stock 0 0 0 0 0 0 0 0
Total common equity. 8.9 63.3 72.4 68.2 69.5 69.3 71.2 80.9
Income statement data:
Net income 59.7 63.0 70.2 108.0 81.7 96.7 98. l 100.4
Common dividends 3.0 36.2 36.6 3.4 40.6 42.8 45.0 46.4
Payout ratio...cvceeeeenen  (60.0)  (57.5)  (S2.1) (35.6) (46.3) (44.2) (45.5) (46.2)
SUPERIOR OIL CO,
Industry aggrepate:
Remned cash flow. - 39.4 4.5 47.0 115.4 91.6 109.3 127.4 128.3
ital expenditure - 33.0 49.2 9.4 83.5 80.4 84.4 152, 223.7
&medd?m f}ow lee t;‘l (113.5)  (84.4) (50.9) (138.1) (113.9) (129.4) (83.4) 57.4)
expenditures (percent)... . X , 3 X A .
lssuapnce of long- garm debt. 14.2 21.7 53.8 28.4 2.4 .9 21.3 &2. 5
Equity issuance........... 0 0 0 0 0 0 0 0
Common dividends.._.___. 5.7 5.6 5.6 5.6 6.4 1.2 1.6 10.0
Preferred dividends....... 0 0 0 0 0 0 ] 0
Cash dividends. .......... 5.7 56 5.6 5.6 6.4 1.2 1.6 10.0

46-569—70——18
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DOMESTIC CONSOLIDATED FIRMS—Continued

ag n
Superior Oil, Panhandls Eastern,

are: Reserve Oil & Gas, Mesa Petroleum, Texas Oil & Gas, General American Oil,
Houston Oil & Minerals, Pennzoil, Louisiana Land & Exploration]

19711 1972 1973 1974 1975 1976 1977 1978
c:giuliunon:
otal fong-term debt. ... __ 83 95.5 145.8 130.4 9.7 76.7 85.0 381.4
Preferred stock (carrying
value). ...._.._....... 0 0 0 0 0 0 0 0
Total common equity. 319.1 333.0 360.8 494.2 541.8 584,7 642.8 617.7
Total capitalization._.. .. 408.9 428.5 §06. 6 690.0 719.7 761.1 877.8 1,222.3
Ltems as a percent of capitali-
zation:
Totai long-term debt. ... 22.0 22.3 28.8 18.% 13.4 10.1 9.7 31,
Preferied stock. .. _____.__ 0 0 0 0 0 0 0 0
Total common equity. ... 78.0 .1 n.2 1.6 75.3 76.8 13.2 55,4
Income statement data:
Netincome..... ... 43 5.1 32.7 61.0 51.9 50.4 62.5 30.9
Favout ratio.on (133' Z) (ng' g) (\?' g) (g'g) (12’ :) (1} %) (1;' g) (%g 2)
ayout ratio_ .. ... . X A X . X 8 X
Di'zidends per share. . 14 1.4 1.4 1.4 1.6 1.8 1.9 2.5
Earnings per share.______. L1 L3 8.1 15.2 12.9 12.6 15.6 1.7
GENERAL AMERICAN OfL
CO. OF TEXAS
Industry aggregate:
Retained cash flow.______. 38.0 32.5 3.0 40.3 4.6 53.1 54.8 70.7
Cafaitzl expenditures......_ 32.4 22.4 .4 33.9 42.0 64.2 52.8 86.4
ke inedd%”h Qow/ap:;.‘ (117.3)  (145.3)  (96.0) (118.9) (105.4) (82.7) (94.9) (8..8)
expenditures (percent)._.. A 3 . . 3 8 . .
lssuapncc of Iong-%erm debt. 0 2.1 4.1 0 0 20.0 0 1]
Equity issuance... ... ... 0 0 0 0 0 0 0 0
Common dividends.__._.__ 35 3.6 3.7 3.8 5.2 5.7 6.9 1.9
Preferred dividends_ .. .. __ 0 0 0 0 0 0 0 0
Cash dividends. .._...._.. 3.5 3.6 3.7 3.8 5.2 5.7 6.9 7.9
Cagihlization:
olal long-term debt. ... _. 0 L1 15.0 15.0 14,6 28.3 24.4 1.0
Preferred stock (carrying
0 0 0 0 0 0 0 0
208.5 220.7 226.3 246.5 264.6 280.2 300.4 314.6
208.5 221.8 1.3 261.5 279.2 309.5 324.9 336
Items as a peicent of capital-
ization:
Tolal long-term debt. ... .. 0 0.5 . 2 5.7 5.2 9.5 1.5 5.1
Pieferred stock.._... 0 0 0 0 0 0 0 0
Total common equity. 100.0 99.5 3.8 94.3 94.8 90.5 92.5 94.9
Incoma statement data: -
Netincome.............. 8.5 15.4 1.1 4.0 23.3 23.3 2.2 23.1
Common dividends.. . 3.5 3.6 3.7 3.8 5.2 5.7 6.9 7.9
Payout ratio__...._......_ €38.9) (22.7) (3.7) (15.5) (2L9) (4.0) (.9 (32
TEXAS OIL & GAS CORP.
industry aggregate:
Retained cash flow. . 13.0 18.0 25.9 40.0 61.5 817 139.5 171.0
Cafital expenditures....___ 33.2 31 §3.2 83.3 1115 106.3 19%.5 240.9
Re .inedd'?”h '(IW/W‘{)M| (39.3) (48.5) (48.8) (48.1) (60.5) (86.2) (11.0) (7.0)
expenditures (percent).. . X 3 X X 3 . .
Issuapnce of long-term debt. 33.7 41.3 39.7 59.6 104.0 11.8 125.3 196.1
Equity issuance. .. ... 12.0 15.0 0 0 0 0 0 Q
Common dividends. ... .2 .2 .2 .2 .2 3.9 4.3 5.9
Preferred dividends_._.._. 0 0 0 0 0 0 0 0
Cash dividends........__. .2 .2 2 .2 .2 3.9 43 5.9
Capitalization: '
otal iong-term debt. ____. 58.3 61.9 87.2 128.7 185.8 185.8 246.9 kUTN ]
Preferred stock (carrying
value). . oieenae 0 0 0 0 0 0 0 0
Total common equity.._... €9.4 95.9 113.5 139.2 179.2 223.5 286.0 359.4
Total capitalization_.....  122.7 157.8 200.7 261, 9 365.0 409.2 532.9 703.8
tems as a percentage of
capitalization:
Total long-term debt 45.6 39,2 434 43.0 50.9 45.4 46,3 48.9
Preferred stock. .. 0 0 0 0 0 0 0 0
Total common equity 54,4 60.8 56.6 52,0 lgl 54.6 _.'»3.7 511
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DOMESTIC CONSOLIDATED FIRMS—Continued

{Compantes Included in consolidation are: Reserve O & Gas, Mesa Petroleum, Texas Ol & Gas, General American Oil,
Superior Oif, Panhandle Eastern, Houston OA & Minerals, Pennzoil, Louisiana Land]& Exploration}

1971 1972 1973 1974 1975 1976 1977 1878

fncome statement data:

Netincome............... 9.0 12.2 16.5 5.9 40.1 48.2 8.7 78.9
Common dividends........ .2 .2 .2 .2 .2 3.9 4.3 5.9
Payoutratio....__...__... (4.3) (1.8) (1.4 .9 (.6) (8.1) (6.5) 7.5)
HOUSTON OiL & MINERALS
CORP.

Industry aggregate: .
Retained cash flow... ... 1.8 2.7 5.0 17.2 28.8 71.0 143.6 161.9
Capital expenditures... ... 8.1 .2 29.9 4.7 7.9 163.0 229.0 215.0
Rmm.dd‘ct“h ﬁgw[cap::al (23.0)  (36.9) 16.9 38.4 40.0 (43.6 62.7 75.3

expenditures (percenl) .. . X 5 3 3 X . 3
lssu_ap:co of lon(-lperm debt. 595 11.0 (27. 6) (23. 0) 1(26.2) 168, 2) 1(35. 3) (89. 8)
Equity issuance........... 6 1.9 3.2 1.0 4.0 22.0 2.9 80.8
Common dividends........ 0 0 0 2.4 31 8.9 19.0 23.2
Preferred dividends....... 0 0 0 0 0 0 0 2.5
Cash dividends..._....... 0 0 0 2.5 a2 8.9 19.0 25.7

Capitalization: T

otal long-term debt. 5.2 L7 33.1 50.7 119.6 182.2 219.2 236.2
Preferred stock (carrying

value). .. ............. 1] 0 0 0 0 0 0 3.0
Total common equity...... 3.6 6.7 13.5 28.0 38.5 89.9 144.7 213.

Total capitalization. ... 8.8 18.4 46.7 78.8 158.1 2.2 423.8 452.8

Items as a percent of capital-

ization:

Total long-term debt...... 58.9 63.2 70.9 64.4 75.6 67.5 65.9 52.1
Preferred stock. .. .. .5 .3 .1 .1 0 0 0 .7
Total cammon equity. 40.5 36.6 29.0 35.6 24.3 32.4 kD) 47.8

Income statement data:

Netincome. . . ... ..... .8 1.2 3.6 16.0 17.1 38.4 65.9 55.6
Common dividends......... 0 0 0 2.4 3.1 8.9 19.0 23.2
Payout ratio.............. ) ) <0) (15.6) (18.7) (23.4) (29.4) (0.9

MESA PETRULEUM

Industry aggregate:

Retained cash flow. ___.._. 16.7 21.5 25.8 3.8 41,2 68.9 9.9 109.1
Capital expenditures_..__.. 17.8 82.3 115.7 119.3 100.6 108.7 185.8 194.3
Re .inedd'?g' f{ow/up{;al (93.6) (26.1) (22.3) (30.9) (41.0) (b3 4) 52.7) (56.2)

expenditures (percent)... X . , . 3 3 3
Issqapnqa of long-term debt. 8.4 63.0 NA NA 29.9 79.4 178.1 147.3
EqQuity issuance.......... 6.9 .9 13.6 .3 ni 1.2 2.5 0
Common dividends........ .3 .4 1.0 .6 .6 1.3 5.4 5.4
Preferred dividends.. ... 1.5 1.3 1.1 .2 3.3 4.9 2.4 0
Cash dividends........... 1.8 1.6 2.1 .8 3.9 6.2 1.2 5.4

Capitalization:

otal fong-term dept...... 335 91.8 76.7 144.2 145.2 210.9 300.7 384.7
Perferred stock (carrying

value). . eeeeennn .6 .5 .4 .1 3.1 3.0 0 0
Total common equity. ..... 4.3 63.9 185.2 190.1 273.4 297.5 332.2 4.4

Total capitalization.._... 83.5 156.3 262.3 334.3 4217 511.4 637.9 759.1

items as a percent of capitali- N i
2ation:

Total fong-term debt...... 40.2 58.7 29.2 43.1 3.4 1.2 1.1 7
Preferred stock. .......... .7 4 .2 0 .1 .6
Total, common equity...... 59.1 40.9 70.6 56.9 64.8 8.2 52.9 4.3

Income statement data:

Netincome............... 12.7 15.2 19.1 249 19.2 30.7 41.3 41.8
Common dividends. ce- .3 4 Lo .6 W 1.3 5.4 5.4
Payout ratio..........._.. 3.3) @3.1) Q.9 (2.6) (4.0) (5.0) .4 167

PANHANDLE EASTERN PIPE

LINE

Industry aggregate:

Retained cash flow_....... 84.2 87.2 105.2 121.8 133.9 155.7 180.1 215.6
C:ﬂ'pl expenditures....._. 51.4 8.1 103.9 148.6 116.6 143.2 169.0 321.8
Re medd‘?”h ﬂ("w/';mtl).I (163.9) (124.4) (101.2)  (82.0) (l14.8) (l08.7) (106.6)  (67.0)

expenditures (percent)._. 3 3 . 8 3 3 s
{ssuance of long-term debt. 12.5 93.7 842 147.2 181.7 96.6 18.0 114.1
Equity issuance. ... ...... 8.0 .8 .2 0 0 8.1 23.8 21.3
Common dividends_.__.._. 26.0 26.4 27.9 29.0 29.7 3.2 42.2 47.3
Prefecred dividends. .._._. 2.6 2.6 2.6 2.5 2.4 2.3 2.2 2.0
Cash dividends. .. ...._... 28.6 29.0 30.9 35 32.1 355 “a 49.3
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DOMESTIC CONSOLIDATED FIRMS—Continued

[Companies [ncluded In consolidation are: Reserve Oil & Gas, Mesa Petroleum, Texaz Oif & Gas, General
American Oil, Superior Oil, Panhandle Eastern, Houston Qil & Minerals, Pennzoil, Louisiana Land &

Exploration}
1971 1972 1973 1974 1975 1976 19717 1978 .
Capitatization:
otal fong-term debt. .. ._. 562.9 540.8 595.7 684.1 798.7 746.4 687.1 723.1
Preferred stock (carrying
value) .. ... 8 38.5 32.8 35.6 35.0 33.3 3.0 2.4
Total common equity......  269.6 327.5 317.4 415.2 455.7 586.6 672.7 766.2
Total capitalization......  911.6 946.1 1,049.6 -1,172.9 11,3255 1,400.8 1,424.3 1,549.4
ftems 2as 3 percentage of
carntahzatlon:
Total long-term debt...... 61.8 57.2 56.8 58.3 60.3 53.3 48.2 46.7
Preferred stock. ___..__.... 4.3 4.1 3.6 3.0 2.6 2.4 2.2 2.0
Total common equity...... 29.6 k2N 36.0 35.4 34.4 41.9 47.2 49.5
income statement data:
Netincome..._. 42,9 57.0 64.4 69.0 72.3 83.0 106. 4 122.9
Common dividen 26.0 26.4 21.9 29.0 29.7 33.2 42.2 4.3
Payout 1atio.... (64.3) (48.5) (45.2) (43.6) (42.4) (39.4) (40.4) (39.5)
PENNZOIL €O.
Industry aggregate:
Retained cash flow........ 78.3 127.6 157.3 200.7 193.9 255.7 149.8 263.3
Cagiml expenditures...... 90.0 126.2 292.7 285.8 241.6 152.1 207.3 331.3
Re ainedd.%ash ?"/"”8" 87.0) (10L.1) (53.7) 70.2) 80.3) (162.7) 72.3) 79.5)
expenditures (percent)._. . . 8 . 3 . . 3
lssufncp of long-term debt. gll. 3 213.0 52.0 éll. 9 §oo 2 212.0 fss. 0 526.0
Equity issuance........... 0 0 753 0 0 0 0 0
Common dividends.._..... 16.2 12.2 18.6 33.1 48.2 32.5 54.9 65.0
Preferred dividends. ...... 11.5 19.2 12.7 6.5 6.1 5.7 5.8 5.4
Cash dividends........... 27.6 21.5 3.3 39.6 55.6 36.9 60.7 70.4
CaFilalimion:
otal fong-term debt...... 645.2 773.4 791.4 797.4 815.5 729.6 822.1 7718.9
Preferred stock (carrying
Vajue). e eniiaaaces 5 6.0 5.8 1.1 1. 1.0 1.0 .6
Total common equity.... ... 463.6 495.4 622.0 513.9 §72.3 703.8 759.5 663.5
Total capitalization.... 11,1653 1,351.2 1,503.1 1,416.7 1,523.0 1,462.2 11,6129 1,444.4
Items as a percent of capl-
talization:
Total long-term debt...... 55.4 57.2 52.6 56.3 53.5 49.9 51.0 53.9
Preferred stock. ... .6 .4 4 .1 .1 .1 ) 0
Total common equity 39.8 36.7 41.4 36.3 31.6 48.1 47.1 45.9
Income statement data:
etincome. ... ......... . 47.2 58.7 83.7 120.8 106.8 148.0 115.5 128.2
Common dividends. . 16. 17.2 18.6 33.1 48.2 32. 54.9 65.0
Payout ratio. ....ccemvnnen (55.2) (44.4) (32.9) (30.3) (39.5) (30.3) (50.9) (53.9) -
RESERVE OiL & GAS
Industry aggregate:
Retained cash flow........ 6.4 10.0 24.0 4.7 25.0 30.6 33.0 42.9
Capital expenditures....... 9.0 7.0 14,2 19,5 4.7 30.8 41,9 72.5
Rewn.ddpt“h ”<°""°’°§§" (71.3) (142.7) (168.2) (126.7) (100.9) (9.1) (78.8)  (55.4)
expenditures (percent)... . L 3 . X A 3 .4) -
!ssuapnca of Iong-gorm debt. 2.3 1.7 19.5 8.7 17.1 126.4 6.3 23.1
Equity issuance. .. .coe.... 5.9 .1 1.5 0 .2 1.1 42.7 5.9
Common dividends...__.__ 0 0 0 12 1.5 2.0 2.6 3.2
Preferred dividends. ... ¢ .4 4 .4 .4 .4 .3 .4 3.5
Cash dividends. .. ........ 4 .4 .4 1.7 1.9 2.3 3.0 6.7
Cagitatization:
otal iong-term debt... ... 8.0 8.7 16.1 17.5 20.7 88.6 85,2 102.1
Preferred stock (carrying
value). ..o oecaeean 1.7 7. 1.7 7.2 3.2 2.0 2.0
Total common equity...... 53.3 55.6 79.3 85.7 101.6 122.6 186.3 206.3
Total capitalization...... 71.6 .8 107.6 114.0 133.1 220.3 280.2 316.2
Items as a percent of capital-
ization:
Total long-term debt 1.1 11.6 15.0 15.3 15.6 40.2 30.4 32.3
Preferred stock. .. . 10.8 10.3 7.1 6.7 5.4 1.5 N .6
Total common equil 74.4 4.2 3.7 75.2 76.3 55.6 66.5 65.2
Incoma statement data:
[} MB...ccocnmannns - 3.7 4.0 10.3 13.7 17.0 15.1 12.9 20,3
Common dividends... 0 0 0 1.2 1.5 2.0 2.6 3.2
Payout ratio. . e oeeeemcaca (] ©) ©) 9.3) 8.9 (139 Q5.5 (19.2) -




193

Senator GravVEL. Dr. Wallace?

STATEMERTS OF JAMES P. WALLACE, VICE PRESIDENT, ENERGY
ECONOMICS DIVISION, CHASE MANHATTAN BARNK, AND HAROLD
D. HAMMAR, VICE PRESIDENT, PETROLEUM DIVISION, CHASE
MANHATTAN BANK

Mr. WaLrace. Mr. Chairman and members of the subcommittee,
I am JamesP—Wallace III, vice president and division executive of
the Energy Economics and Automotive Divisions of the Chase
Manhattan Bank, and with me today is Harold Hammer, vice presi-
-dent and division executive of the Chase’s Petroleum Division.

Senator GRAVEL. What happened to our good friend, John Winger?
Is he tired of us?

Mr. WALLACE. John is not feeling too well and had an operation
.and could not be here today.

Senator GRAVEL. Please convey to him my personal regard and
wishes of good health for the good work he has provided us in the

ast.
P Mr. WavLLace. I will do that. ’

In our )oint testimony, we will review the results of our preliminary
analysis of the administration’s recent crude oil price deregulation
and windfall tax profits proposal.

Senator CHAFEE. Mr. Chairman, I think these are very good state-
ments and certainly have a lot of meat in them. I wonder how you
intended to proceed, if Mr. Wallace—he has a 35-page statement
heré. How do you figure we are going to——

MrWartace. I have a summary which will bring my talk down
to a maximum of 20 minutes.

Senator CHAFEE. All right.

These are excellent. Obviously a lot of work has gone into them,
and I was just wondering mechanically how we were going to handle it.

Senator GRAVEL. If we could get all the statements in, then I think
it would give us a good grasp of the totality and then individuals
could focus on the areas of interest that we have. Otherwise, we could
s¥end a lot of time questioning one witness and lose the full benefits
of the other witnesses.

I would like to get all of the servings on the plate before we choose
individually what we want to query about. Fair enough?

Senator CHAFEE. Fair enough.

Mr. WaLLace. Today, we will summarize ouwr lengthy written
testimon{].

- The following issues will be addressed:

First, the adverse consequences of the increasing U.S. dependence
on imported oil, and the relationship of U.S. energy policy options to
the magnitude of oil imports. .

Second, due to the Salomon Brothers presentation I will skip over
the U.S. petroleum industry profits snd investment activities and
emphasize the role that decreased incentive prices and increased
internal cash flow might play in decreasin% U.S. oil imports and the
extent to which the administration’s windfall profits taxes might serve
to limit the degree of import reduction which could result from oil
price decontrol. We hope our remarks will be of some assistance to
the subcommittee in its present inquiry.

-~
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The current worldwide shortage of oil and associated escalation in
OPEC oil prices is again driving home the consequences of growing
U.S. dependence on imported oil. Since 1973, as a result of increases
in both the volume and real prices of OPEC oil, the U.S. oil import
bill has increased fivefold. The economic impacts of rising oil import
costs have been huge.

To pay for these imports, the United States has had to give up more
and more of its currently produced goods and services, together with
assets produced in previous years. As a result, since 1973 the standard
of living of the average American has shown little, if any, real im-
provement. Comparatively, it is fair to say we have lost ground.

Nor can any relief be expected over the near term, since the partial
return of Iranian exports has been accompanied by purposeful de-
creases in production by several other OPEC nations. Furthermore,
over the longer term, many oil exporting nations seem likely to become
even more conservative with respect to their future oil production and
economic development plans; at least this is the prudent assumption
to make in formulating U.S. energy policy.

Thus, the United States must make every effort in the short and
intermediate term to decrease its dependency on OPEC resources.
Every possible effort must be made to accelerate the thrust toward
increased self-sufficiency. Nothing less than our national security
is at stake.

However, over the near term, major reductions in oil imports will
have to come from conservation and from increased domestic oil
and gas production. All major forecasters estimate that only minor
import savings can be expected from decreases in oil consumption due
to conservation, even with the phased decontrol of oil prices to
consumers.

In particular, rising gasoline prices will have relatively little effect
on gasoline consumption by new car additions to the fleet. This is
because of the extremely stringent fuel economy standards now in
place. For example, these standards will fully offset the impact of new
car fuel costs of the first 37 percent of any real gasoline price increase
between now and 1983.

Further, on the supply side of the liquid fuels balance, even with the
sharply higher oil and gas prices, little can be expected over the near
term from increased production of syn-fuels and shale oil due to the
time which will be needed to bring such production on line. Fortu-
nately, there appears to be the potential for relatively large increases
in domestic oil and gas production and proven reserve creation.

Given the magnitude of the energy problems facing the Nation,
we feel it is imperative that a massive effort be made to accomplish
this potential. Increases in oil production will serve to immediately
offset oil imports, while expansion of proven oil reserves will insure
that increased production will be maintained as well as provide the
most effective “‘strategic petroleum reserve.” Indeed, such an effort
is the best protection against what many, including DOE, fear—
namely that another round of dramatic OPEC price increases could
occur 1n the mid- or late 1980’s.

Obviously, this urgently needed effort to increase domestic oil
production and reserve creation will require vastly expanded invest-
ment and drilling activities by the U.S. oil industry.
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In this regard, we feel it is unfortunate that a number of Govern-
ment officials have chosen to attack the motives of the oil companies
rather than requesting their support in a mutual effort designed to
alleviate this critical national problem. Indeed, it is imperative that
the American public gain a full)l understanding of the nature of the
problem that confronts us. Inflammatory rhetoric serves no useful

urpose.
P ime is short. Let us not waste it in pointing fingers. Instead, we
must make very effort to insure that we devote our energies—indeed,
our national will—to solving this country’s energy problem.

In this regard, President Carter’s decision to decontrol crude oil
prices in a phased fashion obviously took considerable political
courage. It was a decision long overdue. For some time, it has been
generally recognized that the continuation of price controls on crude
oil was counterproductive to expansion of domestic oil supplies.
Admittedly, this decision will result in short-term disruptions in the
marketplace. As a result, some will criticize his decision.

For the long term, however, this decision was imperative and we
can only add another opinion that endorses President Carter for both
beginning the decontrol process and for his wisdom in phasing the
decontrol process so as to insure that the inflationary impact will be
spread out over time.

On the cost side of the ledger, we estimate that the decontrol
measures will raise the 1979 inflation rate by 0.1 percentage points in
1979 by 0.3 percentage points in 1980 and another 0.3 percentage
points in 1981. By the end of 1981, petroleum é)roduct prices will
Increase approximately 6 cents per gallon due to decontrol. Over the
shor term, these inflationary impacts will serve to slow economic
activity and increase unemployment, although the magnitude of
these impacts will be minor. It is worth emphasizing that all major
forecasters agree that the economic impacts of phased decontrol will
be near-term and minor.

On the other hand, large long-term benefits will result from decon-
trol. Both the quantity and the cost of oil imports will be lowered
relative to what they would be under continued controls. As a result,
the U.S. oil import bill will decline, the value of the dollar will increase,
and the average price the United States pays for all imported goods
and services will decline. These price declines of nonoil imports will
‘initially help to offset the direct inflationary impacts of decontrol, and,
unlike the direct inflationary impacts, will continue to increase in
magnitude over time, so that by the mid-1980’s or earlier, the general
level of prices as measured by the CPI will be lower under decontrol
than under continued control%.

Further, domestic productivity will also increase as we reallocate
resources toward the production of greater amounts of cheaper domes-
tic oil and oil substitutes and away from the production of goods and
services for export, which in the absence of decontrol would have been
required to pay for additional oil imports. As import prices drop and
as productivity improves, economic growth will accelerate and
standards of living will rise.

Unfortunately, these benefits will be relatively slow in coming due
‘to the time needed to replace current energy-inefficient plant and
e?ulpment‘, and also the time needed to bring on line greater amounts
of production of domestic oil and oil substitutes. Even by 1985, how-
ever, the net benefits will be substantial.
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As Charles Schultze mentioned in his congressional testimony, there
is probably no other single action the United States could take that
by 1985 would produce as great an amount of oil import savings.

The President has proposed that phased oil price decontrol be ac-
companied by a windfall profits tax. The windfall Proﬁts tax, in turn
inco,r,porat,es two separate taxes, an “OPEC tax” and a “‘decontrol
tax. :

Under the “OPEC tax,” all newly discovered oil—and after October
1, 1981, upper tier oil as well—would be taxed to the extent that
OPEC price increases exceed the U.S. rate of inflation. As proposed,
the OPEC tax would be permanent. Obviously, such a tax limits the
future price incentive for finding new oil.

In achition, the ‘‘decontrol tax’’ portion of the windfall tax involves
a tax on the bulk of oil obtained from currentlf/ producing oil wells,
thus reducing the cash flow that otherwise would be obtained by the
industry. As will be indicated shortly, internal cash flow is a partic-
ularly important determinant of future exploratory efforts in the
crude oil and gas industry.

The windfall profits tax proposal is being justified by the adminis-
tration primarily on the basis that oil industry profits are in some sense
too large and the oil industry revenues will rise with each new OPEC
price increase.

While profits are commonly viewed as a source of business income,
and as such are often viewed with suspicion when they become large,
it is much less’widely appreciated that the level of profits and profit
differentials among industries, and companies within an industry
also serve as important mechanisms for achieving the reallocation of
resources necessary to promote economic growth.

As long as investors are free to allocate capital where they wish,
they will allocate it to those industries where they expect to gain the
highest return; that is, to make the most profit. Thus, an industry
which is expected to be more profitable is likely to draw capital away
from less profitable industries.

Moreover, as more capital is applied to one industry relative to
others, supply in that industry increases and prices fall relative to
prices elsewhere. That is, relative profits serve as a signalling mech-
anism for increasing production in high profit industries and decreasing
production in low profit industries. Taxation of excess profits or
regulation of prices 1s only warranted in those situations where free
entry is not possible.

Sadly, these facts are not widely recognized. Instead, ‘“‘excess’
profits, that is, hicher than normal or average profits, are viewed as
“immoral” or “obscene” even if they are derived in a perfectly
competitive way.

Unfortunately, there seems to be a persistent belief on the part of
the administration, and the public for ti))at matter, that the petroleum
industry is extraordinarily profitable and that price controls are
needed to keep oil industry profits within reasonable bounds. This
belief is not supported by the facts.

Regardless oF whether one uses traditional accounting measure-
ments of return, such as return on equity, assets or sales, or measures
of return based on discounted cash flow concepts or stock market
performance, there is no evidence that the oil industry taken as a
whole has had above average profitability, let alone excessive profits.
Let us review some of the evidence.
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Shown in ﬁ;i‘ure 1 is the average return on equity for 27 large oil
companies in their U.S. operations as compared to the average return
obtained by all U.S. manufacturing companies.

Until 1974, the return on equi,iy in the oil industry was dgenerally
below that for all manufacturing. Then as a result of the rapid 1973-74
runup in OPEC oil prices, the rate of return in the U.S. oil industry
accelerated in comparison to the rate obtained in all manufacturing.

In the 1975-76 period, the return was h(iigher in the oil industry.

However, by 1977, the differential had disappeared and by 1978
reversed. This comparison highlights the important fact that, on
average, oil industry profits are comparable to those of other industries.
Furthermore, there is no indication that monopoly profits have been
made by the oil industry, even when several alternative measures of
profit are employed.

Now let us look at the relation between oil company profits and
oil company investments shown in figure 2 for a group of 27 of the
largest oil companies from whom we collect financial data. Although
it 1s more meaningful to analyze all sources of investment funds, not
just profits, for the moment we have chosen to highlight profits and
capital expenditures because that is where the public debate seems
focused. Note that, in all years, the group’s capital expenditure exceeds
its net income. Moreover, between 1973 and 1976, when aggregate
U.S. petroleum profits expanded rapidly, investment expenditures
increased even more rapidly than profits in both absolute and per-
centage terms. Since 1976, however, as the profit differential Lrtween
oil and other industries narrowed, and as the rate of growth of aggre-

ate petroleum profits sharply declined, investment has leveled off.
bviously, increased uncertainty over future energy policy and higher
costs of capital have also played a role here. A

Now let us consider how oil companies have been allocating their
increased investment expenditures. As table 1 indicates, capital spend-
ing in the 1973-77 period was much more oriented toward production
and transportation than in the previous 5-year period. Moreover,
since 1973, the bulk of the transportation investments involved the
movement of crude oil from the producing areas. The expenditures
for production and transportation purposes together, therefore, grew
from nearly 57 percent of the total investments in the 1968-72 period
to over 69 percent in the 1973-77 period.

Recently, a great deal of attention has been focused on the magni-
tude of oil company investments outside the oil and gas industry.
Our analysis of capital expenditures leads us to believe that the
magnitude of capital expenditures outside the industry is extremely
small in comparison to total expenditures made within the oil industry.
That is, in table 1, it can be noted that the share of capital expenditures
going to “other”—which includes nonoil energy investments as a
subsegment—has held constant at 5 to 6 percent of total expenditures.

While it is true that an acquisition of a company’s stock is not
reported as a capital expenditure, examination of SEC form 10K’s
over the last 5 years indicates the major noncapital expenditure
acquisitions have been the well-publicized Mobil acquisition of
Marcor, ARCO’s acquisition of Anaconda and SoCal’s acquisition of
20 percent of AMAX.

owever, all in all, our analysis suggests such acquisitions represent
a small fraction of the amount of fungs that theseqﬁ.rms reinvested in
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the oil business and that, on an industry basis, the outside investment
has been all but negligible.

In summary, the hard dollar data totally refute the notion that
major oil companies are neglecting their longstdnding commitments
to the U.S. petroleum industry and are diverting significant financial
resources to other lines of business. In fact, the industry is devoting
a greater share of its total investment expenditures to crude oil
exploration and production activities, including drilling. As shown in
figure 3, since 1973, drilling activity has increased at a rapid rate.

It must be commented here that unfortunately, thus far in 1979,
drilling activity has declined by over 20 percent from December 1978
levels due predominantly to uncertainty surrounding Government
regulatory—-natural gas—and oil policy actions. Given the extremely
serious nature of the U.S. energy problem, this governmentally in-
duced decline in U.S. drilling activity is a blatant indication of the
failure of U.S. energy policy to date.

The question now arises as to whether the U.S. oil industry is dif-
ferent from any other industry in the United States; that is, whether
larger than normal profits can serve the same function in the oil
industry as elsewhere in signaling the need for resource reallocation
and in providing at least a portion of the required investment funds.
Several arguments have been put forth to the effect that petroleum
profits are different. Each is considered in turn.

The first argument is that windfall oil industry profits exist due
to the OPEC cartel. It is often alleged that the domestic oil industry
is not entitled to the increased profits that would result from per-
mitting domestic prices to rise to OPEC cartel levels; that is, the
prices resulting from decontrol.

Senator GRAVEL. Repeat that again.

Mr. WavLrLace. However, from the vantage point of the United
States, it is irrelevant whether the world oil price is a monopoly-set
price. This follows from the fact that the U.S. oil import bill represents
the actual value of resources which the United States must give up
through increased exports of goods and services or assets (capital
flows) to obtain additional barrels of imported oil. Hence, the real
dollar opportunity cost of all domestic oil production, old or new crude,
is the O?EC price.

Let us see why the current controls on domestic oil prices are
detrimental to U.S. standards of living. It can be shown that in order
to obtain the most efficient use of our scarce capital and labor resources,
domestic oil should be priced at OPEC levels despite the fact that
OPEC is a cartel. The reasoning is that, under the current crude oil
price control system, for every barrel of oil the United States imports
at the current {J.S. landed price of $18.25 per barrel, the United States
must give up domestic resources also valued at $18.25 per barrel.
However, currently domestic oil producers receive only $13 for a
barrel of new, or upper tier, oil.

As aresult, the United States is expending more resources to pay for
an imported barrel of oil than it is expending to produce a barrel of
domestic oil. As a consequence, the United States is not producing
these quantities of oil which could be produced with fewer resources
that we use for producing exports to pay for imported oil; namely,
all that oil which could be found and produced at costs ranging from
$13 per barrel to $18.26 per barrel.
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For every additional barrel of domestic oil we produce costing less
than $18.25 per barrel, we obtain a net resource savings, which is
then used for producing additional goods and services for consump-
tion here in the United States. The point is that, if the price of oil
received by domestic oil producers is permitted to rise to the world
level, we could get more oil for the resources used at home and reap
increased real income in the bargain.

This is not to say that the OPEC cartel is not important with
respect to determination of domestic crude oil profits. In an uncon-
trolled domestic crude oil market, increases in world oil prices will
bring corresponding increases in domestic oil prices and profits will
increase. But this increase in domestic profits is desirable in that it
will serve as the signal or incentive for further expanding domestic oil
production until the costs of additional oil just match the new higher
OPEC prices. That is, initial increases in profits are required to bring
about the desired adjustment process, just as in any other industry.

Senator CHAFEE. Could we discuss this briefly?

Senator GRAVEL. Yes. Let’s run that one by one more time.

Senator CHAFEE. Let me see if I follow it. I get your point. If we
are buying oil for $18.25 abroad, we are having to produce goods and
services worth $18.25, and we export those in order to get this barrel.

Mr. WaLrace. If we do not do that, we run the deficits we have
been running and the dollar declines, raising import prices and soon.

Senator CHAFEE. Do not get me too far afield now. I am followin
\\"hl::t you say here. We export goods and services to pay for that. A
right.

Now you are saying that if we pay domestic producers less than
$18.25, then we are not having to prod.: >e as many goods and services
to get that barrel of oil. That is your second point. %‘hat is true.

uppose, the domestic price rises to the OPEC price, $18.25. Then
how are we ahead of the game?

Mr. WaLLace. Because producers will seek to produce all the oil
that can be efficiently produced up to that price, reaping income in
the process which will be spent in numerous ways, but which will come
back into the system in this country, not dollars outside of this country.

Senator GRAVEL. Are they buying the product at a cut rate?

Mr. WaLrLace. No. You really have to think of the resources that
are being expended here in terms of capital and labor, and the fact
that what we are saying is that additional oil will be produced from the
current price of $13 to the last marginal barrel at $18. Obviously, on
some of the oil that costs less, profits and cash flow will be generated
which will then be nlowed back into further exploration activities and
so on, but those dollars stay in this country. Fifty percent of the profits
go back into Governn:ent and into the system. 'Iqxe dollars do not go
out.

Senator GRAVEL. Dr Forrester.

Mr. ForresTER. I was just going to say that I think the point we
make here is a great deal stronger than 1t has been stated, because
even at equal prices, the revenue and those goods and services are
.coming back to Americans who have to be supported, in any case. It

.is a question of whether we pay our own people for even the equal
price of oil, or whether we support other societies with it.

Mr. WaLrace. Furthermore, we have not built in the externalities
of the national security implications of all of this. It is basically a
trade theory argument.
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. Senator GrRavEL. That we subsidize foreign oil.

" Senator Baucus. Do you know the profit margin that American
oil companies get on foreign oil compared to domestic oil; if the
domestic price were the upper tier market level, is there a difference
in the margin on moneys received? .

The oil companies now buy QPEC oil, for example. Assuming the(
were to get tEe same market price for domestically produced oil,
the assumption is that there would be a greater profit margin -on the-
investor-produced oil than higher prices to purchase OPEC oil,
Is that correct? .

Mr. WarLrace. That is true. It depends on which oil we are talking-
about. Are we talking about oil in ths ground? Are we talking about
stripper oil, tertiary? Every barrel, there will be a difference.

Senator Baucus. I understand that. I am talking about costs to-
froduce new oil. I assume you can get the market price, $18.25.

am wondering. ‘

Mr. WarLrace. The best way I can answer your question, as Salo-
mon Bros. indicated earlier, it is very difficult to estimate the true-
cost of finding oil. It is our feeling, however, that allowing domestic
producers to receive current OPEC prices certainly cannot be con--
strued as an extraordinarily high incentive price. If anythingyit may
not be high enough. L

Speaking Fersonally, one could argue—this is not a bank position;.
gersonally, if you did not have to worry about the retaliations by the

audis and OPEC in return, one could easily ar%ue for a tariff to-
actually further increase reserve creation potential. -

Senator Baucus. I understand the point you are making here.
The American economy is healthier if oil were produced here. But.
it seems to me if the profit margin is greater in domestic produced
oil, even though the domestic price the domestic producers get for-
domestically produced oil is not as high as the OIS)EC rice, if the-
margin, the rate of return, is much greater in domestically produced.
oil, 1t may be an offsetting factor.

Mr. WaLLace. 1 agree. That has to be addressed in two ways.
You have to look at incentive prices—is their level appropriate?—and.
just as important, the cash flow indications. Does tgne industry have-
adequate cash flow, for example, to continue production levels and:
replace reserves?

f you allow me, I am going to cover both of those issues, because
the appropriate answers to your question is that both incentive prices-
and cash flow are affecting our production and reserve position,
and we will go on to discuss both.

- Senator Bavucus. One very quick question. You say domestic
oil should be priced at OPEC levels, despite the fact that OPEC is a.
cartel. Could you analyze that further?

What if OPEC prices are doubled?

Mr. WaLrack. That is a very important point. Some sort of smooth--
ing might, in fact, be worth considering. In other words, it might be-
reasonable to look at some sort of smoothing when you are looking-
at a fourfold increase. In terms of a smooth increase in real prices,
basically the prospect that most major energy forecasters have now,.
the argument follows.
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Senator GrAVEL. I would like to press on.

Mr. WaLLACE. Let me go on to the next argument, on page 20.

The next argument often used to justify the windfall profits tax
proposal is that excess oil industry profits exist since crude oil is an
exhaustible resource. It is true that the oil industry differs from many
industries in that additional oil production cannot be obtained at
constant costs. Since cheaper oil deposits tend to be found first,
additional oil can only be produced at higher costs—in the absence
of technological improvements in discovery and production techniques.

As a result, over time, the real price of oil will increase relative to
the prices of other goods and services. This is a consequence of the
fact that oil supplies of a given quality and in a specific location are
finite in nature. This unfortunate fact of nature does not invalidate the
role of profits as an incentive mechanism for encouraging greater
production of the lower cost domestic oil to replace imported o1l as its
real price rises, once again even if due to a foreign cartel.

Supporters of the windfall profits tax also allege that increases in
OPEC prices bring unearned windfall profits on currently produced
.domestic oil. While many oil industry critics grant that prices for new
oil should increase with increases in the price of OPEC oil so as to
assure more domestic production of new oil, they argue that the price
of old oil currently in production should not receive OPEC prices.
However, controls on old oil prices will limit the degree of expansion in
new oil production for a number of reasons.

First, the rate of oil extraction from ;;)roven oil reserves, while
subject to technological constraints, can be incressed as the price
received for the oil being produced rises. In particular as the price of
old oil rises, more expensive recovery techniques become economical
and more old oil is produced. In general, as old oil prices increase,
both annual production rates and the total cumulative amount re-
covered will increase.

Second, any limitations on old oil prices will affect producers ex-
pectations as to the future prices to be received for new oil. That is
if the Government puts price controls on old oil, the expectation will
naturally arise that such controls will at some point be applied to new
oil. As a result, when price controls are applied to old oil, producers will
mark down their expectations as to the profitability of new oil, and
exploration activities will consequently be cut back.

inally, price controls on old oil, by limiting profits, will limit the
amount of funds available for financing additional exploration for new
oil deposits.

In short, price controls on old crude adversely affect both cash flow
and expectations as to future incentive prices and therefore negatively
impact vxploratory activig and oil and gas production.

s mentioned previously, the proposed windfall profits tax will
reduce both future price incentives and current cash flow. Now let us
quantify the detrimental effects which dampened price incentives and
lowered cash flow can be expected to have on exploration and develop-
~...at expenditures and therefore on future oil production.

First, we consider the role of price incentives and then the inde-
gendent; importance of cash flow in determining exploration and
-development activity.
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The most damaging aspect of the windfall profits tax proposal is the
so-called OPEC tax on new oil, because of the depressing effect it has
on ({)rlce expectations, as well as cash flow and the expected value of
finding new domestic oil reserves and therefore on future oil pro-
d}tlxct‘ion. In evaluating the OPEC tax proposal, it is crucial to note
that: .

First, every American ]i)roducer is alert to the possibility of further
OPEC price increases and plans future exploration accordingly.

Second, capital gains on inventories of exhaustible resource reserves
are not extraordinary and unexpected; rather, they are an inevitable
feature of the transition to more expensive energy resources, with or
without OPEC.

Third, the importance of inventory gains in supporting develop-
ment of a broader resource base is especially important in the oil
business where the technology of reservoir dynamics requires 7 to 10
years production in working inventory.

And fourth, increasing values of American oil resources, caused in
this case by increasing OPEC prices, if passed on to American pro-
ducers, will enable U.S. producers to search for and hold more expen-
sive proven reserves in productive inventory. With rising reserve
values, oil exploration efforts will buy ahead just as consumers are
currently buying homes and autos in anticipation of further inflation.

Charles L. Schultze, Chairman of the Council of Economic Ad-
visers, in his April 5, 1979, testimony before the Joint Economic
Committee’s Subcommittee on Energy, stated that: ‘“Incredibly,
under the current control system, we pay OPEC more for oil than we
are willing to pay Americans who produce oil substitutes.” He should
have gone on to add that under current controls, we also pay American
oil producers less for their oil than we pay OPEC for theirs, and further
that, with the OPEC tax, we would permanently continue this coun-
terproductive policy.

ﬁecall that the OPEC tax is in fact a permanent excise tax on
American oil producers of vne-half of the increased value of their oil
induced by OPEC price increases. This tax reduces the value of
finding a new barrel of domestic reserves to producers, and reduces
it more sharply the higher the rate of OPEC price increase.

In this context, this is a puzzling tax proposal. The administration
has courageously advocates consumer price deregulation, permitting
the consumer to face the true opportunity cost for oil-—namely,
what we must pay OPEC for it. This induces economic conservation.
Further, it confronts OPEC with consumers’ responses to price in-
creases, thus dampening the monopoly profits accruing to OPEC that
future OPEC price increases might reap.

Symmetrically, deregulated producers’ prices would support eco-
nomic development and production of new oil to supplant OPEC
imports and confront OPE}C sellers with effective competition from
American producers.

However, by imposing a tax wedge between the market price and
the American producers’ price, the OPEC tax in effect permanently
continues domestic praducer price controls, with the severity of the
tax increasing as the rate of OPEC prices increase.

In summary, this OPEC tax would: _

Lower exploration and new production incentives.
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Increase the imports of OPEC oil which could be replaced cost
effectively by American production—without the adverse balance of
payments, exchange rate, employment, investment, and national
security impacts which arise from added oil imports.

Encourage greater QPEC pricing aggressiveness because the nega-
tive impacts of the OPEC tax increase over time and are ma,gnif{;{ed
by increasing OPEC prices. This greater aggressiveness, in turn, will
amplify the other detrimental effects.

The administration’s analysis of the impact of the OPEC tax is
deficient in that it has not even presented a systematic analysis of
changes in the magnitude of the SPEC tax as a function of rising
OPEC prices, let alone an analysis of the impacts of such high taxes
on the expected value of new reserves and, therefore, future production.

To analyze these effects, Chase is developing a detailed long-term
analysis of OPEC tax revenues and reserve values under alternative
OPEC price scenarios. .

The results of our preliminary analysis indicate that given an average
annual growth rate of 2.5 percent per year in real OPEC prices, by
1990 the imposition of the QPEC tax will decrease the value of re-
serves by 22 percent from the value which can be expected in the
absence of the tax.

Given a 5-percent per year rate of increase in real OPEC prices, the
value of reserves will decline by 29 percent in 1990 as a result of the tax.
These 22 percent and 29 percent reductions in reserve values by 1990
caused by the OPEC tax, in turn, would lead to 1990 Bro uction
declines of at least 800,000 barrels per day and 1 million barrels per
day, respectively. A detailed technical report on this analysis will be
available shortly.

Finally, while we oppose the concept of the OPEC tax proposal,
we also strongly oppose the $16 per barrel base price proposed by the
administration for t.lgle fourth quarter of 1979 to be used in calculating
the proposed OPEC tax. On April 1, 1979, the average landed price
of all U.S. crude oil imports had already reached $18.10 per barrel
and we expect that the price will increase to over $19 per barrel by the
fourth quarter of 1979. )

Thus, the administration is not only proposing that all future post-
fourth quarter 1979 real price increases for new oil be cut in half,
forever, but they are also proposing a startup tax of over $1.70 per
barrel for every new barrel of oil for as long as it is produced.

Further, in estimating the tax burdens on the domesticgil industry
as a consequence of the windfall profits tax, the administration in its
April 1979 release neglected to mention the magnitude of the very
large tax burdens which would result from the OPEC tax, including
the initial and permanent $1.70 per barrel tax.

This initial $1.70 per barrel tax alone will cost the industry in-
creasingly large sums over time, so that by 1985, the annual OPEC
tax losses will be $5.3 billion, while the cumulative 1980-85 OPEC
tax loss will be $22.8 billion, assuming constant real OPEC prices.
If OPEC prices rise at 5 percent per year in real terms, the cumulative
OPEC tax tax loss woulrl swell to $61 billion over the 1980-85 period.

- Clearly, the OPEC tax portion dominates the decontrol portion of
the proposed windfall profits tax. By 1985, as the administration has
indicated, the decontrol tax burden on the industry would be a rela-
tively small $1.6 billion. However, the administration neglected to
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mention the 1985 OPEC tax burden of $5.3 billion, assuming constant
real OPEC prices.

Assuming a 5-percent per annum real growth in OPEC prices to
1985, by 1985 the decontrol tax portion remains at $1.6 billion but the
OPEC tax becomes $18.7 billion.

Let’s consider next the cash flow impacts of windfall profits taxes of
this magnitude. As we have just shown, besides limiting the magnitude
of future real price increases, the OPEC tax portion of the proj.osed
windfall profits tax will also adversely affect the future cash flow of the
oil and gas industry.

In a recent publication we stressed the importance of cash flow as a
determinant of capital expenditures, particularly for exploratory drill-
ing. Let us first summarize our position, and then respond briefly to a
recent study financed by the Department of Energy which criticizes
our position.

Crude oil and gas exploratory projects are subject to extremely
high risks. Only 10 percent of all rank wildcatting projects yield any
revenus, and of these, only a quarter yield enough to recover costs. As a
result, commercial lending institutions will simply not lend funds for
exploratory drilling efforts unless the borrower is certain to obtain a
continuing cash flow from production from existing reserves.

Even in this case, it is usually not prudent to use debt financing.
‘The rationale is straightforward. Suppose the borrower uses up all the
borrowed funds but experiences only a run of dry holes, so that his
new debt expenses then just cover his after-tax cash flow obtained
from production from existing reserves. At this point, further drilling
cannot be financed; and, what is worse, his after-tax cash from produc-
tion from existing reserves is reduced by the loss of current year write-
offs previously obtained from drilling dry holes.

The company is then unable to cover interest, debt repayment and
the now higher Federal income taxes. This problem has occurred in
cycles in the past but always with the same result—increased oil
industry concentration.

Since debt finarcing is generally not available for exploratory proj-
ects, these operations are normally financed by either internal cas
flow or equity capital. Further, the availability and cost of equity
capital depends on a company’s track record with regard to internal
cash flow and net revenue.

However, in the past few decades, several nontraditional tech-
niques were developed in an attempt to secure additional sources of
financing—these include drilling funds, farmouts, and ABC payments,

DRILLING FUNDS

In the 1960’s, drilling funds were at their peak and in aggregate
raised somewhat over a billion dollars per year publicly and perhaps a
similar amount privately. The drilling funds history was one of suc-
cesses, large failures and frauds. Today, as a result of recent changes in
the depletion law and in the tax treatment of individuals, the role of
drilling funds is much more limited than in the past. In 1977, approxi-
mately $500 million was raised publicly by drilling funds, a rather
small sum versus the tens of billions the industry needs.
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FARMOUTS

Farmouts are a trading of an interest in exploratory acreage for
the assumption by another Fart,y of the obligation to drill. Unfortu-.
"nately, the most popular farmout arrangement used by domestic
firms for exploration was recently ruled against by the IRS, so that
the importance of this financial mechanism is also on the wane.

ABC PAYMENT

It has been estimated that between the mid-1950’s and the mid-
1960’s, $3 billion of property acquisitions were financed through the
ABC payment technique before the IRS removed the tax advantages
accruing to it, and, in effect, terminated its usage.

This brief discussion was not intended to be an exhaustive one on
exploratory activity financing, but merely to put the amount of
funds available from nonconventional debt and equity sources into
proper perspective. As we will see, such funds are extremely small
when compared to the drilling effort required over the 1978-85 period.

The seemingly obvious implication of this lack of alternative
sources of funding for exploratory activity is that changes in cash
flow affect exploratory drilling activity and that increased taxes
which reduce cash flow obtained from production from existing re-
serves can easily deprive the Nation of sorely needed incremental
exploratory investment activity.

In addition, such taxes could quite possibly lead to increased
concentration in the oil and gas industry.

These conclusions, though disputed by the administration, seem
clear to us and, of course, to the industry itself. In a recent study
financed by DOE, it was claimed that so long as the expected return
on investment for any project exceeds the cost of capital, the project
will be undertaken, regardless of the company’s cash flow outlook
from current activities.

This conclusion was reached not by addressing the issues just dis-
cussed; namely, the reluctance of commercial institutions to lend
funds for use in financing exploratory drilling projects. Nor did the
study cite the results of consultations with petroleum industry financial

eople. .

P Instead, the study cited the theories developed by academics,
designed to handle a “typical firm.” For many reasons, namely,
the extremely risky nature of petroleum exploration, the large per-
centage of up-front funds required for such investments and the impor-
tance of writeoff expensing, it is clear that the financing arrangements
for exploratory drilling projects are far different from the financing
arrangements for a “typical firm.” .

The DOE-sponsored study also attempted to empirically measure
the relative importance which cash fiow played over the 1973-77
period in financing crude oil e:lcjploration and development expendi-
tures for 25 independent E. & P. firms. While the study claims that
its results suggest that cash flow is not important, we find that the
simple correlation of 0.61 (1.0 indicates a perfect correlation) found
in tﬁe study between changes in cash flow and changes in investment
expenditures to be remarkably large. This is particularly true given
the following limitations for the study:

46-559—790—-14
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First, ;iractica.l financial considerations suggest that cash flow
particularly affects exploration projects. The stuci’y aggregated explor-
atory investment with development investment.

Second, the theory of investment being developed at the Chase
imglies that changes in incentive prices, m Government regulatory
definitions and procedures, and in Government leasing policies also
affect investment expenditures in addition to changes in cash flow
by varyinﬁ both the number of potential projects available and the
expected ROI on each pro{ect. he study does not control for these
other determinants of exploratory activity, which invalidates their
results from a statistical viewpoint.

Finally, ICF does not account for interactior between changes in
cash flow and changes in equity financing. In particular, as previously
mentioned, increases in cash flow, besides serving as an increased
direct source of investment funds, also permits firms to obtain greater
amounts of equity financing at lower rates. These indirect multiplier
effects associated with increases in cash flow are also excluded from

_ the DOE-~sponsored study.

Since changes in cash flow affect investment levels, the decontrol
tax portion of the administration’s program, by limiting the cash
flow available from ﬁ)roduction from existing reserves and the OPEC
tax l()iy limiting cash flow from future reserves, should be expected
to reduce future investment and drilling activity.

. The obvious question that must be addressed next is whether or
not the domestic oil and gas industry’s cash flow is “adequate” to
meet our Nation's energy requirements. In our view, the adequacy
of cash flow must entail sgeciﬁc assumptions regarding the rate of
proven reserve depletion. Given the magnitude of domestic oil snd

as resources still in the ground, we define as adequate cash flow that
evel which will permit the funding of drilling activities sufficient,
at least, to replace proven reserves at current production levels.
Needless to say, we feel that it is in the national interest that both
incentive prices and cash flow be more than adequate, so that domesti¢
oil and gas production can efficiently displace imported oil.

- have just completed the first phases of a detailed cash flow
analysis similar to that which we did regarding COET. The findings
are now equally dramatic. With the proposed windfall profits tax in
place, we would argue that it will be al{)but impossible for the domestic
oil and gas industry to achieve even the relatively modest production
levels forecast by DOE without & needless and extremely risky
further runoff in our Nation’s proven reserves.

Reserve replacement will require a cumulative capital expenditure
in the $350 to $400 billion range over the 1979-85 period%ith the
windfall profits tax in place, the industry would have to raise nearly

- $100 billion in outside capital, an impossible task. Depending on the
rate of increase of OPEC prices, the proposed windfall profits tax will
have siphoned off some $20 to $40 bi?lion of the required funding.

In our view, this tax is not in the national interest.

The major difference between our view as to the adequacy of the
oil industry’s cash flow as compared to DOE’s view is that we feel
that proven reserve replacement is not only possible over the period
but absolutely essential. In particular, proven reserve replacement will
help avoid a future even more rapid decline in domestic oil production,
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which, in turn, would further accelerate the recent deterioration in
our standard of living and national security.

The above analysis strorégly suggests that the windfall profits tax,
and particularly the OPEC tax, will drastically limit future invest-
ment in domestic oil and gas exploration and development activities
and, as a result, we do not view the tax as an appropriate energy
policy option. Nevertheless, we recognize that legitimate equity con-
cerns are raised by the decontrol of oil prices. ’

However, to us, the real equity issue is not oil industry profits but
rather what should be done to compensate the lower income house-
holds in general and particularly those lower income households that
are currently locked into-a high energy consumption lifestyle.

Such people will be hurt by decontrol and compensatory measures
seem to be in order. But, we feel such compensation should not be
tied to oil company revenues, nor should it take the form of price
controls; rather, the compensation should come via the income tax
system through appropriately defined energy-related income tax
credits or deductions.

In conclusion, I would like to restate the themes interwoven through-
out my testimony.

First, compared to profits in other industries, profits in the domestic
oil and gas industry have not been excessive. ‘

Second, in periods when domestic petroleum profits have increased
rapidly both in absolute terms and in relation to profits in other
industries, domestic drilling activity has increased. .

Third, the primary objective of U.S. ener%]y policy should be to
decrease our dependence on oil imports. Further, this objective can
" most efficiently be achieved by providing greater price incentives and
cash flow to domestic oil and gas companies via phased decontrol of
crude oil price.

Fourth, by limiting price incentives and cash flow, the windfall
profits tax will blunt much of the positive import reduction effects
which will result from phased price decontrol By just reducing the .
incentive prices—as distinguished from its effect on cash flow—the
OPEC tax’s impact on the value of finding new reserves could easil
increase oil imports by over 1 million barrels a day by 1990. The cas
low impact of the windfall profits tax on domestic production could
pe expected to lead to an additional oil import increase of over 1
million barrels a day by 1985, with further increases by 1990 even
assuming moderate post-1985 OPEC real price increases.

Fifth, 1t should be noted that the proposed windfall profits tax will
serve to depress domestic production, thereby aggravating the long-
term inflationary impact. :

Finally, the real equity issue associated with decontrol does not
concern the magnitude of oil industry profits, but rather the effects
of higher energy prices on lower income consumers. However, these
ssues are far more effectively handled by the income tax system rather
than by continued controls or by decontrol coupled with the proposed
windfall profits tax. ) )

Needless to say, I will be pleased to try to answer any questions
vou may have concerning my testimony.
 Senator GRAVEL. Thank you.

[The prepared statement of Mr. Wallace follows:]
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JoINT STATEMENT oF JaMES P, Wavrrace 111, Vice PresipENT; AND HaROLD D,
HamMmaR, VICE PRESIDENT, THE Crase MANEATTAN BANK

Mr. Chairman and members of the Subcommittee, I am James P. Wallace 111,
Vice President and Division Executive of the Energy Economics and Automotive
Division of The Chase Manhattan Bank, and with me today is Harold Hammar,
Vice President and Division Executive of the Chase’s Petroleum Division.

In our ;oint testimony today, we will review the results of our prelimina
analysis of the Administration’s recent crude oil price deregulation and windfa
profits tax proposal. The following issues will be addressed:

First, the adverse conse(}uences of the increasing U.S. dependence on imported
;)il angs the relationship of U.S. energy policy options to the magnitude of oil

mports,
econd, a brief review of recent U.S. petroleum industry profits and invest~
ment activities; ‘

Third, the role that increased incentive prices and increased internal cash flow
might pfay in decreasing U.S. oil imports; and

ourth, the extent to which the Administration’s windfall profits tax might
(sierve t.olfimit the degree of import reduction which could result from oil price
econtrol.

We hope our remarks will be of some assistance to the Subcommittee in its
present inquiry.

INTRODUCTION

The current worldwide shortage of oil and associated escalation in OPEC oil
prices is again driving home the consequences of growing U.S. dependence on
imported oil. Since 1973, as a result of increases in both the volume and real prices
of OPEC oil, the U.S. oil import bill has increased fivefold. The economic impacts
of rising oil import costs have been huge. To pay for these imports, the United
States has had to give up more and more of its currently produced goods and
services, together with assets produced in previous years, As a result, since 1973
the standard of living of the average American has shown little, if any real improve-
ment. Comparatively, it is fair to say we have lost ground.

Nor can any relief be expected over the near term, since the partial return of
Iranian exports has been accompanied by purposeful decreases in production by
several other OPEC nations. Furthermore, over the longer term, many oil export~
ing nations seem likely to become even more conservative with respect to their
future oil production and economic development plans; at least this is the prudent
assumption to make in formulating U.S. energy policy.

Briefly, we must make every effort in the short and intermediate term to
decrease our dependency on OPEC resources. Every possible effort must be made
to accelerate the thrust toward increased self-sufficiency. Nothing less than our
national security is at stake.

Over the near term, major reductions in oil imports will have to come from con-
servation and from increased domestic oil and gas production. However, all major
forecasters estimate that only minor import savings can be expected from decreases
in oil consumption due to conservation, even with the phased decontrol of oil
prices to consumers.! In particular, rising gasoline prices will have relatively little
effect on gasoline consumption by new car additions to the fleet. This is because
of the extremely stringent fuel economy standards now in place. ¥or example,
these standards will fully offset the impact of new car fuel costs of the first 37
percent on any real gasoline price increase between now and 1983.

Further, on the supply side of the liquid fuels balance, even with sharply higher
oil and gas prices, little can be expected over the near term from increased pro-
duction of syn-fuels and shale oil due to the time which will be needed to bring
such production on line. Fortunately, there appears to be the potential for rela-
tively la:'ge increases in domestic oll and gas production and proven reserve
creation.

1The Department of Energy estimates a 400,000 b/d reduction by 1985 from the

demand response to higher decontrolled prices.

3 This assessment was aiso reached in a receat study carried out by ICF, Incorporated
for the Department of Energy entitled, “Capital Resources and Requirements for the
Petroleum Industry Under the National Energy Plan,” January 1979,
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Given the magnitude of the energy problems facing the nation, we feel it is
imperative that a massive éffort be made to accomplish this potential. Increases
in oil production will serve to immediately offset oil imports, while expansion of
proven oil reserves will insure that increased production will be maintained as
well as providing the most effective “strategic petroleum reserve.” Indeed, such
an effort is the best protection against what many, including DOE, fear—namel
that another round of dramatic OPEC price increases could occur in the mid-
or late 1980s. Obviously, this urgently needed effort to increase domestic oil pro-
duction and reserve creation will require vastly expanded investment and drilling
activities by the U.S. oil industry.

In this regard, we feel it is unfortunate that a number of government officials
have chosen to attack the motives of the oil companies rather than requesting
their su{i)port in a mutual effort designed to alleviate this critical national prob-
lem. Indeed, it is imperative that the American public gain a full undérstanding of
the nature of the problem that confronts us. Inflammatory rhetoric serves no
useful purpose. Time is short. Let us not waste it in pointing fingers. Instead, we
must make every effort to ensure that we devote our energies—indeeéd, our national
will-—to solving this country’s energy problem. ‘ o

CRUDE OIL PRICE DECONTROL

In this regard, President Carter’s decision to decontrol crude oil prices in a
Fhased fashion obviously took considerable political courage. It was a decision
ong overdue. For some time, it has been generally recognized that the ¢ontinua-
tion of price controls on crude oil was counterproductive to expansion of domestio
oil supplies. Admittedli', this decision will result in short-term disruptions in the
marketplace. As a result, some will criticize his decision.

For the long term, however, tbis decision was imperative, and we can only add
another opinion that endorses President Carter for both beginning the decontrol
process and for his wisdom in phasing the decontrol process so as to ensure that
the inflationary impact will be spread out over time.

On the cost side of the ledger, we estimate that the decontrol measures will
raise the 1979 inflation rate by 0.1 percentage points in 1979, by 0.3 percentage
points in 1980 and another 0.3 percentage points in 1981. By the end of 1981,
petroleum 8roduct prices will increase approximately 6 cents per gallon due to
decontrol. Over the short term, these inflationary impacts will serve to slow eco-
nomic activity and increase unemployment, although the magnitude of these
impacts will be minor. It is worth emphasizing that all major forecasters agree
that the economic impacts of phased decontrol will be near-term and minor. .

On the other hand, large long-term henefits will result from decontrol. Both the
quantity and the cost of oil imports will be lowered relative to what they would
be under continued controls. As a result, the U.8. oil import bill will decline, the
value of the dollar will increase, and the average price the United States pays for
all imported goods and services will decline. These price declines of non-oil imports
will initially help to offset the direct inflationary impacts of decontrol, and, unlike
- the direct inflationary impacts, will continue to increase in magnitud’e over time,
80 that by the mid-1980s or earlier, the general level of grices as measured by the
CPI will be lower under decontrol than under continued controls.

Further, domestic productivity will also increase as we reallocate resources
toward the production of greater amounts of cheaper domestic oil and oil substi-
tutes and away from the production of goods and services for export, which in
the absence of decontrol, would have been required to pay for additional oil
imports.

As import cFrices drop and as productivity improves, economic growth will
accelerate and standards of living will rise. Unfortunately, these benefits will be
relatively slow in coming due to the time needed to replace current energy in-
efficient plant and equipment, and also the time necded to bring on line greater
amounts of production of domestic oil and oil substitutes. Even by 1985, however,
the net benefits will be substantial. As Charles Schultze mentioned in his Con-
gressional testimony, there is probably no other single action the United States
could take that by 1985 would produce as great an amount of oil import savings.
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WINDFALL PROFITS TAX PROPOSAL

The President has proposed that phased oil price decontrol be accompanied by a
windfall profits tax. The windfall profits tax’ in turn, incorporates two separate
taxes, an “OPEC tax” end a “decontrol tax.”

Under the “OPEC tax,” all newly discovered oil (and after October 1, 1981,
upper tier oil as well) would be taxed to the extent that OPEC %x;ice increases
exceed the U.S. rate of inflation. As proposed, the OPEC tax would be permanent.
Obviously, such a tax limits the future price incentive for inding new oil.

In addition, the ‘“decontrol tax’ portion of the windfall tax involved a tax on the
bulk of 0il obtained from currently producing oil wells, thus reducing the cash
flow that otherwise would be obtained by the industry. As will be indicated shortly,
internal cash flow is a particularly important determinant of future exploratory
efforts in the crude oil and gas industry.

The windfall profits tax proposal is being justified by the Administration pri-
marily on the basis that oil industry profits are in some sense too large and that oil
industry revenues will rise with each new OPEC price increase.

While profits are commonly viewed as a source of income obtained from owner-
ship of capital enterprises, and as such are often viewed with suspicion when they
become large, it is much less widely appreciated that the level of profits and profit
differentials among industries, and companies within an industry, also serve as
important mechanisms for achieving the reallocation of resources nec to
promote economio fowth. As long as investors are free to allocate capital where
they wish, they will allocate it to those industries where they expect to gain the

t return, i.e,, to make the most profit. Thus, an industry which is expected
to be more profitable is likely to draw capital away from less profitable industries.
Moreover, as more capital is applied to one industry relative to others, supply in
that industry increases and prices fall relative to prices elsewhere. Thus, in

rocess, relative profits serve as a signalling mechanism for increasing production
n high profit industries and’decreasing production in low profit industries.
Taxation of exceas profits or regulation of prices is only warranted in those situa-
tions where free entry is not possible.

Sadly, these facts are not widely recognized. Instead, “‘excess’” profits, that is,
higher than normal or average profits, are viewed as “immoral’”’ or “‘obscene”, even
if they are derived in a perfectly competitive way,

RECENT TRENDS IN OIL INDUSTRY PROFITS AND INVEBTMENT LEVELS

Unfortunately, there seems to be a persistent belief on the part of the
Administration, and the public for that matter, that the petroleum industry is
extraordinarily profitable and that price controls are needed to keep oil industry
profits within reasonable bounds. This belief is not supported by the facts. Re-
gardless of whether one uses traditional accounting measurements of return
such as return on equity, assets or sales, or measures of return based on discounted
cash flow concepts or stock market performance, there is no evidence that the
oil industry taken as a whole has had above average profitability, let alone ex-
cessive profits. Let us review some of the evidence.

Shown in Figure 1 is the average return on equity for 27 large oil companies
fn their U.S. operations as compared to the average return obtained by all U.S.
manufacturing companies.

Until 1974, the return on equity in the oil industry was generally below that
for all manufacturing. Then as a result of the rapid 1873-1974 run-up in OPEC
oil prices, the rate of return in the U.S. oil industry accelerated in comparison
to the rate obtained in all manufacturing. In the 1975-1976 period, the return was
higher in the oil indust{y. However, by 1977, the differential had disappeared
and by 1978 reversed. This comparison highlights the important fact that, on
average, oil industry profits are comparable to those of other industries. Further-
more, there is no indication that monopoly profits have been made by the oil
industry, even when several alternative measures of profit are employed.?

301 Industry Profits, Shyam Sunder, American Enterprise Institute for Public Policy
Research, Washington, D.C., 1877. .
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FIGURE 1
RETURN ON EQUITY FOR 27 LARGE OIL COMPANIES FOR U.S,
OPERATIONS AND FOR ALL U.S. MANUFACTURING

(1965 -~ 1978)
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For All Manufacturing, Federal Trade Commission Financial Reports,
various editions.

Now let us look at the relation between oil company profits and oil company
investments shown in figure 2 for a group of 27 of the largest oil companies from
whom we collect financial data. Although it is more meaningful to analyze all
sources of investment funds, not just profits, for the moment we have chosen
to highlight profits and capital expenditures because that is where the public
debate seems focused. Note that, in all years, the group’s capital expenditure
exceeds its net income. Moreover, hetween 1973 and 1976, when aggregate U.s.
petroleum profits expanded rapidly, investment expenditures increased even
more rapidly than profits, in both absolute and percentage terms. Since 1978,
however, as the Fmﬁt differential between oil and other industries narrowed,
and as the rate of growth of aggregate petroleum profits shar}oly declined, invest-
ment has leveled off. Obviously, increased uncertainty over future energy policy
and higher costs of capital have also played a role here.
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FIGURE 2
U.S. PETROLEUM PROFITS AND U.S, PETROLEUM
INVESTMENTS FOR CMB STUDY GROUP, 1968-1978
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TABLE 1.—COMPARISON OF PETROLEUM COMPANY INVESTMENT BY TYPE

1968-72 1973-77
Amount Percent Amount Psrcent
(biltions) of total (bitlions) of total
Production.. oo e e e e cean $17.2 514 3.6 53.2
1.7 5.2 L1 16.2
6.9 20.6 13.7 19.9
5.8 17.5 3.0 4.4
1.8 5.3 4.3 6.3
3.4 100.0 68,7 100.0

Source: Chase Manhattan Bank for the Chase group of companies,

Now let us consider how oil companies have been allocating their increased
investment expenditures. As Table 1 indicates, capital spending in the 1973-1977
period was much more oriented toward production and transportation than in the
previous 5-year period. Moreover, since 1973, the bulk of the transportation in-
vestments were related directly to the movement of crude oil from the producing
areas. The expenditures for production and transportation purposes together,
therefore, grew from nearly 579, of the total investments in the 196 1073
period to over 699, in the 1973-1977 period.
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Recently, a great deal of attention has been focused on the magnitude of oil
company Investments outside the oil and gas industry. Our analysis of capital
expenditures leads us to believe that the magnitude of capital expenditures out-
side the industry is extremnely small in comparison to total expenditures made
within the oil industry. That is, in Table 1, it can be noted that the share of
capital expenditures going to “‘other’’ (which includes non-oil energy investments
as a sub-segment) has held constant at 5-69%, of total expenditures.

While it is true that an acquisition of a company’s stock is not reported as a
capital expenditure, examination of SEC Forms 10K over the last five years
indicates the major non-capital expenditure acquisitions have been the well-
gublicized Mobil acquisition of Marcor, ARCO’s acquisition of Anaconda, and

0Cal's acquisition of 20% of AMAX. However, all in all, our analysis suggl;elsnts
such acquisitions represent a small fraction of the amount of funds that these 8
reinvested in the oil business and that, on an industry basis, the outside investment
has been all but negligible.

In summary, the hard dollar data totally refute the notion that major oil
companies are neglecting their long-standing commitments to the U.S. petroleum
industry and are 5iverting significant financial resources to other lines of business.
In fact, the industry is devoting a greater share of its total investment expendi-
tures to crude oil exploration and production activities, including drilling. As
shown in Figure 3, since 1973, dnﬁn‘ ing activity has increased at a rapid rate,

It must be commented here that unfortunately, thus far in 1979 drilling activity
has declined by over 20 percent from December 1978 levels due predominantly
to uncertainty surrounding government regulatory (natural gas) and oil policy
actions. Given the extremely serious nature of the U.S. energy problems, this
governmentally-induced decline in U.S. drilling activity is a blatant indication of
the failure of [‘}.S. energy policy to date,

FIGURE 3
CRUDE_OTL FOOTAGE DRILLED
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PECULIARITIES OF PETROLEUM INDUSTRY PROFITS

The question now arises as to whether the U.8. oil industry is different from any
other industry in the U.S., that is, whether larger than normal profits can serve the
same function in the oil mdustriv as elsewhere in signalling the need for resource
reallocation and in ﬁrovidng at least a portion of the required investment funds.
Several ar, ents have been put forth to the effect that petroleum profits are
different. Each is considered in turn.

The first argument is that:
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WINDFALL OIL INDUSTRY PROFITS EXIST DUE TO THE OPEC CARTEL

1t is often alleged that the domestic oil industry is not entitled to the increased
profits that would resuit from permitting domestic prices to rise to OPEC
cartel levels, that is, the prices resulting from decontrol. However, from the vantage

oint of the U.8., it is irrelevant whether the world oil price 18 a monopoly-sel price.

his follows from the fact that the U.S. oil import bill represents the actual
value of resources which the U.S. must give up through increased exports of
goods and services or assets (capital flows) to obtain additional barrels of imported
oil. Hence, the real dollar opportunity cost of all domestic oil production, old
or new crude, is the OPEC price.

Let us see why the current controls on domestic oil prices are detrimental to
U.S. standards of living. It can be shown that in order to obtain the most efficient
use of our scarce capital and labor resources, domestic oil should be priced at
OPEC levels despite the fact that OPEC is a cartel. The reasoning is that, under
the current crude oil price control system, for every harrel of oil the U.S. imports
at the current U.S. landed price of $18.25 per barrel for OPEC crude, the U.S.
must give up domestic resources also valued at $18.25 per barrel. However,
currently domestic oil producers received only $13.00 for a barrel of new (or
“upper tier”) oil. As a result, the U.8. is expending more resources to pay for an
imported barrel of oil than it is expending to produce a barrel of domestic oil.

8 & consequence, the U.S. is not producing those quantities of oil which could
be produced with fewer resources than we use for producing exports to pay for
imported oil—namely all that oil which could be found and produced at costs
ranging from $13.00 per barrel to $18.25 per barrel. For every additional barrel
of domestic oil we groduce costing less than $18.25 J)er barrel, we obtain a net
resource savings, which is then used for producing additional goods and services
for consumption here in the U.S. The point is that, if the price of oil received by
domestic o0il producers is permitted to rise to the world level, we could get more
oil for the resources used at home and reap increased real income in the bargain.

This is not to say that the OPEC cartel 18 not important with respect to deter-
mination of domestic crude oil profits. In an uncontrolled domestic crude oil
market, increases in world oil prices will bring corresponding increases in domestic
0il prices and profits will increase. But this tncrease in domestic profits is desirable
in that it will serve as the signal or incentive for further expanding domestic osl
g‘roduction until the costs of additional oil just match the new higher OPEC price.

hat is, initial increases in profits are required to bring about the desired adjust-
ment process, just as in any ocher industry. .

Another argument often used to justify the windfall profits tax proposal is that:

Excess Oil Indusiry Profits Exist Since Crude Oil Is An Exhaustible Resource,
It is true that the oil industry differs from many industries in that additional
(oil) production cannot be obtained at constant costs. Since cheaper oil deposits
tend to be found first, additional oil can only be produced at higher costs—in
the absence of technological imgrovements in discovery and production tech-
niques. As a result, over time, the real price of oil will increase relative to the
prices of other goo&s and services. This is a consequence of the fact that oil sup-
plies of a given quality and in a specific location are finite in nature. This unfor-
tunate fact of nature does not invalidate the role of profits as an incentive mecha-
nism for encouraging greater production of the lower cost domestic oil to replace
imported oil as its real price rises, once again even if due to a foreign cartel,

upporters of the windfall profits tax also allege that:

Increases in OPEC Prices Bring Unearned Windfall Profits 0w Currently Pro-
duced Domestic Otl. While many oil industry critics grant that prices for new oil
should increase with increases in the price of OPEC o0il s0 as to assure more do-
mestic production of new oil theé' argue that the price of old oil currently n pro-
duction should not receive dPE prices. However, controls on old oil prices will
}irﬁit the degree of expansion in new oil production for a number of reasons, as

ollows:

First, the rate of oil extraction from proven oil reserves, while subject to tech-
nological constraints, can be increased as the Price received for the oil being pro-
duced rises. In particular, as the price of “‘old” oil rises, more expensive recovery
techniques become economical and more old oil is produced. In general, as old
oil prices increase, both annual production rates and the total cumulative amount
recovered will increase.

Second, any limitation on old oil prices will affect producers expectations as to
the future prices to be received for new oil. That is, if the government puts price
controls on old oil, the expectation will naturally arise that such controls will
at some point be applied to new oil. As a result, when price controls are applied
to old oil, producers will mark down their expectations as to the profitability of
new oil, and exploration activities will consequently be cutback.



215

Finally, price controls on old oil, by limiting profits, will limit the amount of
funds available for financing additional exploration for new oil deposits.

In short, price controls on old crude adversely affect both cash flow and expec-
tations as to future (incentive) prices and therefore negatively impact exploratory,
activity and oil and gas production.

INCENTIVE PRICING AND THE OPEC TAX

As mentioned previously, the proposed windfall profits tax will reduce both
future price incentives and current cash flow. Now let us quantify the detrimental
effects which dampened price incentives and lowered ecash flow can
to have on exploration and development expenditures and therefore on future oil
production. First we consider the role of price incentives and then the independent
importance of cash flow in determining ex?loration and development activity.

The most damaging aspect of the windfall profits tax proposal is the so-called
OPEC tax on new oil, because of the depressing effect it has on price expectations
and the expected value of finding new domestic oil reserves and therefore on future
oil I‘production. In evaluating the OPEC tax proposal, it is crucial to note that:

irst, every American producer is alert to the possibility of further OPEC price
increases, and plans future exploration accordingly;

Second, capital gains on inventories of exhaustible resource reserves are not
extraordinary and unexpected; rather they are an inevitable feature of the transi-
tion to more expensive energy resources, with or without OPEC; : )

Third, the importance of inventory gains in supporting development of a broader
resource base is especially important in the oil business where the technology of
reservoir dynamics requires 7 to 10 years production in working inventory; ana

Fourth, increasing values of American oil resources {(caused in this case bg
increasing OPEC prices), if passed on to American producers, will enable U.S.

roducers to search for and hold more expensive proven reserves in productive
nventory. With rising reserve values, oil exploration efforts will ‘‘buy ahead”
zutslt as consumers are currently buying homes and autos in anticipation of further
nflation.

Charles L. Schultze, Chairman of the Council of Economic Advisors, in his
April 5, 1979 testimony before the Joint Economic Committee’s Subcommittee
on Energy, stated that, “Incredibly, under the current control system, we pay
OPEC more for oil than we are willing to pay Americans who produce oil substi-
tutes.” He should have gone on to agd that under current controls, we also pay
American oil producers less for their oil than we pay OPEC for theirs, and further
that, with the OPEC tax, we would permanently continue this counterproductive

olicy.
P Recall that the OPEC tax is in fact a permanent excise tax on American oil
roducers of one-half of the increased value of their oil induced by OPEC price
increases. This tax reduces the value of ﬁnding a new barrel of domestic reserves
to producers, and reduces it more sharply, the higher the rate of OPEC price
increase.
_ In this context, this is & puzzling tax proposal. The Administration has courage-
 ously advocated consumer price deregulation, permitting the consumer to face the
~ true opportunity cost for oil—namely, what we must pay OPEC for it. This
induces economic conservation. Further, it confronts OPEC with consumers’
responses to price increases, thus dampening the monopoly profits accruing to
OPEC that future OPEC price increases might reap.

Symmetrically, .ieregulated producers’ prices would support economic devel%p-
ment and production of new oil to supplant OPEC imports and confront OPEC
sellers with effective competition from American producers.

However, by imposing a tax wedge between the market price and the American
producers’ price, the OPEC taz in effect permanenily condinues domestic producer
price conlrols, with the severity of the tazx increasing as the rate of OPEC price increases.

In summary, this OPEC tax would:

Lower exploration and new production incentives,

Increase the imports of OPEC oil which could be replaced cost effectively
by American production (without the adverse balance of payments, exchange
rate, em?loyment investment and national security impacts which arise from
added oi imports},

Encourage greater OPEC pricing aggressiveness because the negative im-
pacts of the OPEC tax increase over time and are magnified by increasing
OPEC prices. This greater aggressiveness, in turn, will amplify the other
detrimental effects.

The Administration’s analysis of the impact of the OPEC tax is deficient in
that it has not even presented a systematic analysis of changes in the magnitude
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of the OPEC tax as a function of rising OPEC prices, let alone an analysis of the
impacts of such high taxes on the expected value of new reserves, and therefore,
future production.

To analyze these effects, Chase is developing a detailed long-term analysis of
OPEC tax revenues and reserve values under alternative OPEC price scenarios.

The results of our preliminary analﬁsis indicate that given an average annual
gowth rate of 2.5%}:;'ear in real OPEC prices, by 1990 the imposition of the

PEC tax will decrease the value of reserves by 229, from the value which can
be expected in the absence of the tax. Given a 5.0%/year rate of increase in
OPEC prices, the value of reserves will decline by 299, in 1990 as a result of the
tax. These 229, and 299, reductions in reserve values by 1990 caused by the
OPEC tax, in turn, would lead to 1990 production declines of at least 800,000
barrels per day and 1,000,000 barrels per day. respectively, (A detailed technical
report on this analysis will be available shortly.)

Finally, while we olppose the concept of the “OPEC tax’ proposal, we also
strongly oppose the $16 per barrel g)rice proposed by the Administration for the
hase price for the fourth quarter of 1979 to be useci in calculating the Proposed
OPEC tax. On April 1, 1979, the average landed price of all U.S. crude oil imports
had already reached $18.10 per barrel and we expect that the price will increase
to over $19 per barrel by the fourth quarter of 1979. Thus, the Administration is
not only proposing that all future, post-fourth quarter 1979 real price increases
for new oil be cut in half, forever, but they are also proposing a start-up tax of over
$1.70 per barrel for every new barrel of oil for as long as it is produced.

Further, in estimatin% the tax burdens on the domestic oil industry as a con-
sequence of the windfall profits tax, the Administration in its April 1979 release
neglected to mention the magnitude of the very large tax burdens which would
result from the OPEC tax, including the initial and permanent $1.70 per barrel
tax. This initial $1.70 per barrel tax alone will cost the industry increasinglg large
sums over time, 80 that by ?85, the annual OPEC tax losses will be $5.3 billion,
while the cumulative 1980-1985 OPEC tax loss will be $22.8 billion, assuming
constant real OPEC prices. If OPEC l}arices rise at 5%, per year in real terms, the
t(:tsxemu’}‘at‘i){e é))PEC tax loss would swell to $61.0 billion over the 1980-1985 period.

e Table 2.

The OPEC tax portion clearly dominates the decontrol portion of the proposed
windfall profits tax. By 1985, as the Administration indicated, the decontrol tax
burden on the industry would be a relatively small $1.6 billion. However, the
Administration neglected to mention the 1985 OPEC tax burden of $5.3 billion,
assuming constant real OPEC prices. Assuming a 5% per annum real growth in
OPEC prices to 1985, by 1985 the decontrol tax portion remains at $1.6 billion,
but the OPEC tax becomes $18.7 billion. The Importance of Cash Flow as a Deter-
minant of Oil and Gas Exploralion and Development Expenditures.

TABLE 2,—WINDFALL PROFIT TAXES ON PRODUCERS

{In billions of dotlars)
Cumula-
N ' tive
Cases 1980 1981 1982 1983 1984 1985  1980-85
(1) 1980 decontrolled price, $17.05; no increass in
real OPEC o‘nice:
Decontrol tax. .o eiciecaan 0.8 24 2.8 2.0 1.8 1.5 1.3
OPEC  OX. o e et en e cocaeccmememe e lacamccacmteacenaceeasamamemesmcmeanaeaneeasaensseaaceee
Subtotal. e e 8 2.4 2.8 2.0 1.8 1.5 11.3
(2) 1980 decontrolied rriu, $20.46; no further increass
in real OPEC price:
Decontrob tax.. . ool 1.2 2.7 2.8 2.1 1.8 1.6 12.3
(s34 1) 1 SN 1.2 2.8 4.1 4.5 4.8 5.3 22.9
Subtotal. .o eaee 2.4 5.5 7.0 [ L] 3.1
1980 decontrolled price, $20.67; 5 percent/year in-
@ crease in real ogzc pr‘m: ’ v
Decontrol tax.. ... ooooioiiiieacea. LB 2.7 2.8 2.1 1.8 1.6 12.6

L6 5.1 90 119 148 187 61.0
3.2 7.8 L8 139 166 203 13.6

OPEC tax!

o L' Adjusted to include OPEC—type taxes which the sdministration has designated as decontrol taxes on upper tier crude

Note: Detail may not add to totals due to rounding.
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Let's consider next the cash flow impacts of windfall profits taxes of this magni-
tude, As we have just shown, besides limiting the magnitude of future real price
increases, the OPEC tax portion of the proposed windfall profits tax will also
adversel{ affect the future cash flow of the oil and gas industry. In a recent publica-
tion we have stressed the importance we place on cash flow as a determinant of
capital expenditures, particularly for exploratory drilling.t Let us first summarize
our position, and then respond briefly to a recent study financed by the Depart-
ment of Energy (DOE) which criticizes our position.®

Crude oil and gas exploratory projects are subject to extremely high risks, Only
10 percent of all rank wildeatting projects yield any revenue, and of these, only a
quarter yield enough to recover costs. As a result, commercial lending institutions
will simply not lend funds for exploratory drilling efforts unless the borrower is
certain to obtain a continuing cash flow from production from existing reserves.
Even in this case, it is usually not prudent to use debt financing. The rationale is
straightforward. Suppose the borrower uses up all the borrowed funds but exper-
iences only a run of dry holes, so that his new debt expenses then just cover his
after-tax cash flow obtained from production from existing reserves. At this point,
further drilling cannot be financed; and, what is worse, his after-tax cash from
production from existing reserves is reduced by the loss of current year write-offs

reviously obtained from drilling dry holes. The company is then unable to cover
interest, debt repayment and the now higher federal income taxes. This problem
has occurred in cycles in the past but always with the same result—increased oil
industry concentration.

Since debt financing is generally not available for exploratory projects, these
operations are normally financed by either internal cash flow or equity capital.
Further, the availability and cost of equity capital depends on a company’s track
reccrd with regard to internal cash flow and net revenue. However, in the past few
decades, several non-traditional techniques were developed in an attempt to secure
additional sources of financing—these include drilling funds, farm-outs and ABC
payments.

rilling funds. In the 1960's, drilling funds were at their peak and in aggregate
raised somewhat over a billion dollars per year publicly and perhaps a similar
amount privately. The drilling funds history was one of successes, large failures
and frauds. Today, as a result of recent changes in the depletion law and in the tax
treatment of individuals, the role of drilling funds is much more limited than in
the past. In 1977, approximately $500 miltlion was raised publicly by drilling funds,
a rather small sum versus the tens of billions the industry needs.

Farm-outs, Farm-outs are a trading of an interest in exploratory acreage for the
assumption by another party of the obligation to drill. Unfortunately, the most
popular farm-out arrangement used by domestic firms for exploration was recently
ruled against by the IRS, so that the importance of this financial mechanism is
also on the wane.

ABC Payment. Iv has been estimated that between the mid-1950’s and the mid-
1960’s, $3 billion of property acquisitions was financed through the ABC payment
technique before the IRS removed the tax advantages accruing to it, and, in effect,
"~ terminated its usage. -

.. This brief discussion was not intended to be an exhaustive one on exploratory
activity financing, but merely to put the amount of funds available from non-
conventional debt and equity sources into proper pers[)ective. As we will see, such
funds are extremely small when compared to the drilling effort required over the
1979-1985 period. .

The seemingly obvious implication of this lack of alternative sources of funding
for exploratory activity is that changes in cash flow affect exploratory drilling
activity and that increased taxes which reduce cash flow obtained from production
from existing reserves can easily deprive the nation of sorely needed incremental
exploratory investment activity. In addition, such taxes could quite possibly lead
to increased concentration in the oil and gas industry.

These conclusions, though disputed by the Administration, seem clear to us
and, of course, to the industry itself. In a recent study financed by DOE, it was
claimed that so long as the expected return on investment (ROI) for any project
exceeds the cost of capital, the project will be undertaken, regardless of the com-
pany’s cash fiow outlook from current activities.®

¢“The Impact of Continued Price Controls and the Crude Oll Equalisation Tax (COET)
on the Im prted Oll Requirements of the United Btates,” The Chase Manbattan Bank,

LA, Apr. 11, 1979,
:"’Ca%ital Resources and Re&ulremenu for the Petroleum Industry Under the National
or \

n lan,” ICF, Incorporated, January 1970,
---Ei%ui’ Resources 33 Bequlrement{ for the Petroleum Industry Under the National
an,

Energy ICF, Incorporated, January 19790,
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This conclusion was reached not by addressing the issues just discussed, namely
the reluctance of commercial institutions to lend funds for use in financing ex-
ploratory drilling projects. Nor did the study cite the results of consultations
with petroleum industry financial people. Instead, the study cited the theories
developed by academics, designed to handle a “typical firm.” For many reasons,
namely the extremely risky nature of petroleum exploration, the large percentage
of up-front funds required for such investments, and the importance of writeoff
expensin?, it is clear that the financing arrangements for exploratory drilling proj-
ects are far different from the financing arrangements for a ‘‘typical firm.”

The DOE-sponsored study also attempted to empirically measure the relative
importance which cash flow played over the 1973 to 1977 pericd in financing crude
oil exploration and development exFenditures for 25 independent E&P firms.
While the study claims that its results suggest that cash flow is not important,
we find that the simple correlation of 0.61 (1.0 indicates a perfect correlation)
found in the study between changes in cash flow and changes in investment
expenditures to be remarkably large. This is particularly true given the following
limitations of the study: :

First, practical financial considerations suggest that cash flow particularl
affects exploration projects. The study aggregated exploratory investment wit
development investment,

Second, the theory of investment being developed at the Chase implies that
changes in incentive prices, in government regulatory definitions and procedures
and in government leasing policies alyo affect investment expenditures in addi-
tion to changes in cash flow biv varying both the number of potential projects
available and the expected ROI on each project. The study does not control for
these other determinants of exploratory activity, which invalidates their results
from a statistical viewpoint.

Finally, ICF does not account for interaction between changes in cash flow and
changes in equity financing. In particular, as previously mentioned, increases in
cash flow, besides serving as an Increased direct source of investment funds, also

ermits firms to obtain greater amounts of equity financing at lower rates. These
indirect multiplier effects associated with increases in cash flow are also excluded
from the DOE-sponsored study.

Since changes in cash flow affect investment levels, the decontrol tax portion
of the Administration’s program, by limiting the cash flow available from pro-
duction from existing reserves and the OPEC tax by limiting cash flow from future
reserves, should be expected to reduce future investment and drilling activity.?

The obvious question that must be addressed next is whether or not the domestic
oil and gas industry’s cash flow is “adequate’” to meect our nation’s energy re-
quirements. In our view, the adequacy of cash flow must entail specific assumptions
regarding the rate of proven reserve depletion. Given the magnitude of domestic
oil and gas resources still in the ground, we define as adequate cash flow that
level which will permit the funding of drilling activities sufficient, at least, to
replace proven reserves at current production levels. Needless to say, we feel
that is in the national interest that both incentive prices and cash flow be more
than adequate, so that domestic oil and gas production can efficiently displace
imported oil.

e have just completed the first phases of a detailed cash flow analysis similar
to that which we did regarding COET. The findings are now equally dramatic.
With the proposed Windfall Profits Tax in place, we would argue that it will
be all but impossible for the domestic oil and gas industry to achieve even the
relatively modest production levels forecast by DOE without a needless and ex-
tremely risky further run off in our nation’s proven reserves.

Reserve replacement will require a cumulative capital expenditure on the
$350—400 hillion range over the 1979 to 1985 period. With the Windfall Profits
Tax in place, the industry would have to raise nearly $100 billion in outside capital,
an impossibie task. Depending on the rate of increase of OPEC prices, the pro-
posed Windfall Profits Tax will have siphoned off some $20-40 billion of the
required funding. In our view, this tax is not in the national interest.

he major difference between our view as to the adequacy ‘of the oil industry’s
cash flow as compared to DOE’s view is that we fecl that proven reserve replace-
ment is not only possible over the period but absolutely essential. In particular,

7In addition, as previously mentioned, such taxes will also dampen producers’ expecta-
tions as to the prices to be received from future production. The reason is simple. Now
that government 8011(:: action bhas &ll but established the tradition of taxing away the
rofits from OPEC oil price increases, producers will expect the government to continue
0 pursue such behavior with reapect to nmlg discovered oil and future OPEC price
increases. In fact, such expectations will be ut cemented if Congress passes this wind.
fall profits tax proposal
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proven reserve replacement will help avoid a future even more rapid decline in
domestic oil production, which, in turn, would further accelerate the recent
deterioration in our standard of living and national security.

WINDFALL PROFIT8 TAX AND EQUITY

The above anaéysis strongly suggests that the windfall profits tax, and parti-
cularly the OPEC tax, will drastically limit future investment in domestic oil
and gas exploration and development activities and, as a result, we do not view
the tax as an appropriate energy policy option. Nevertheless, we recognize that
legitimate equity concerns are raised by the decontrol of oil prices. However,
to us, the real equity issue is not oil industry profits but rather what should be
done to compensate the lower income households in general and particularly
those lower income households that are currently locked into a high energy con-
sumption lifestyle. Such people will be hurt by decontrol and compensatory
measures seem to be in order. However, we feel such compensation should not be
tied to oil company revenues, nor should it take the form of price controls; rather,
the compensation should come via the income tax system tgrough appropriately
defined energy-related income tax credits or deductions.

CONCLUSION

In conclusion, I would like to restate the themes-interwoven throughout my
testimony.

First, compared to profits in other industries, profits in the domestic oil and gas
industry have not been excessive.

Second, in periods when domestic petroleum profits have increased rapidly both
in absoluie terms and in relation to profits in other industries, domestic drilling
activity has increased.

Third, the primary objective of U.S. energy policy should be to decrease our
dependence on oil imports. Further, this objective can most efficiently be achieved
by providing greater price incentives and cash flow to domestic oil and gas com-
panies via phased decontrol of crude oil price.

Fourth, by limiting price incentives and cash flow, the windfall Proﬁts tax will
blunt much of the positive import reduction effects which will result from phased
price decontrol. By just reducing the incentive prices, (as distinguished from its
effect on cash flow) the OPEC tax’s impact on the value of finding new reserves
could easily increase oil imports by over one million barrels a day by 1990.

The cash flow impact of the windfall profits tax on domestic production could
be expected to lead to an additional oil import increase of over one million barrels
a day by 1985, with further increases by 1990 even assuming moderate post-1985
OPEC real price increases.

Fifth, it should be noted that the proposed windfall profits tax will serve to
depress domestic production, thereby aggravating the long-term inflationary

impact.
“inally, the real equity issue associated with decontrol does not concern the

magnitude of oil industry profits but rather the effects of higher energy prices
on lower income consumers. However, these issues are far more effectively handled
by the income tax system than by continued controls or by decontrol coupled

with the proposed windfall profits tax.
Needless to say, I will be pleased to try to answer any questions you may have

concerning my testimony.
Senator Graver. Dr, Carlson.

STATEMENT OF DR. JACK CARLSON, VICE PRESIDENT ARD CHIEF
ECONOMIST, CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. CartsoN. Mr. Chairman, instead of going through our state-
ment, I would appreciate the opportunity to summarize it and refer
to some of the tables. I also want to indicate that the two preceding
testimonies were outstanding pieces of work and will be helpful to
the committee. ‘

The national chamber supports the action to phase out Federal

rice controls on domesticaﬁy produced crude oil in order to give

.S. producers the same incentive to produce energy as it is now
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{;'ovided for all foreign producers. We expect decontrol to increase
.S. energy production by the equivalent of 1 million barrels per day
by 1985 or 10 percent of domestic crude oil production.

Decontrol also will give American consumers the same incentive
to conserve energy as that of consumers in other industrialized
countries.

Conservation resulting from decontrol will save 1.2 million barrels
a day by 1985. It should reduce foreign imports by 2.2 million barrels
per day by 1985. That means we will be able to reduce the average
American household’s dependence on foreign oil by 1985 by t%\e
equivalent of 200 gallons of gasoline, or the equivalent of 40 percent
o? the annual gasoline consumption of one car, and 225 gallons of
heating oil and other petroleum products.

The entire economy will benefit from decontrol. Employment can
expect to increase by 160,000. Industrial production will increase by
0.6 percent. The trade deficit will shrink by $14 billion. Even infla-
tion will be restrained because the effect of oil supply from abroad
will be less detrimental to the U.S. economy and this will more than
offset the higher energy prices due to decontrol.

The national chamber opposes the President’s recommendation to
impose a so-called windfall profits tax, which is a new Federal excise
tax. With this tax, the Government would siphon off incentives from
American crude oil producers. This would cause Americans to lose
considerable production compared to decontrol by itself.

This loss of production would cost $1 billion, if not more, each
year, in future years. Passage of this tax could lead to a similar puni-
tive tax on producers of other materials and producers. For example,
farmers may well fear in the future that the price fluctuations which
were quite common in their sector of the economy would result in
new Federal excise taxes on them.

Clearly, you can see the situation where fluctuation of prices in
Wyoming and Montana may lead some to say with this precedent
that we should have an excise tax put on producers of wheat or
timber in Oregon, or cranberries in Maine.

We oppose the national security trust fund. We believe that the
nationalptrust fund creates bad fiscal precedent. The fund is likely to
subvert the budget process and could lead to excessive Federal spending.

Moreover, we question the advisability of some of the projects that
the President may be considering for support by this earmarked fund.

If they have merit, they should be able to withstand the l}Imblic’s
scrutiny of the normal budget process and tradeoffs with other
programs.

The national chamber continues to call for tax relief and slower
rowth of Federal spending in 1980 and a balanced budget by 1981.
ax relief will be a means of offsetting increases of energy costs to

American households,

You have to understand the tax burden, just in the last reported
quarters in 1978, shows an increase of $1,000 per American household,
so the burden is increasing rapidly, even before we were talking about
energy cost increases.

Congress should prevent further increases in the effective tax rate
on corporate profits. Since inflation began acceleratin% rapidly in 1972-
73, this effective tax rate, after properly adjusting for statements of
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profits and inventory accounting and inadequate capital consumption
allowances for replacement costs, has climbed from 45 percent to 55
percent and is still increasing.

The real capital stock per employee in this country has been declin-
ing since 1975. More rapid growth in investment spending on new
plant and equipment will be necessary to reverse the deterioration of
productivity growth which has caused the average worker to produce
about $2,000 less output and receive about $2,000 less income that
you would have otherwise received during this time period.

The record high effective tax rate on corporate profits reduces the
incentive to invest in productivity when such increases in investment
are needed the most. Such investment would also help reduce inflation.

Decontrol will raise oil producers’ profits This is central to attract
the capital needed for increasing domestic energy production.

The increase in profits will not be a windfall, but instead will increase
capacity, reduce inflationary pressure, and increase productivity and
jobs. The return on equity in the oil industry is about average when
compared to other industries. The average profits are not sufhicient to
achieve the increases in energy capacity research and output which
will be needed in future years.

Mr. Chairman, if I could just draw your attention to some of the
tables in my prepared text, table 1 on page 5 shows our estimate of the
improvement and conservation that would come from decontrol alone,
and also the improvements that would come from increased produc-
tion, and that is where we estimate our figure for 1985: 2.2 million
barrels a day decrease in imports by 1985.

Table 2, on page 6, shows the impact on the economy. Clearly it
shows that decontrol would have a stimulating effect on tKe economy,
causing GNP to grow, industrial production to grow, employment to
grow, the trade deficit to decline or surplus to appear in the future,
and the rate of inflation in the first instance—some figures were left
out of here—the rate of inflation increase per year is 0.3 to 0.7, a
rar’ﬁf there for the 1980-82 period; 0.2 to 0.6 for the 1983-85 period.

e key thing is that we would be less subject to disruptive influ-
ences from abroad, so this may even, during that period of decontrol,
actually cause consumer prices to be lower than they would otherwise
be because of the improvements that would come from less dependence
on oil from abroad.

Table 3, page 7, is our first estimate to show the improvement on
a State-by-State basis on how much gasoline would be available per
householdv and how much heating oil would be available per house-
hold, just from the increase in production.

If you included the conservation, those numbers would be double
the figure that you see there.

On page 9, inasmuch as there was considerable concern about profits
in general, not only in the oil industrly, there is a calculation to show
that we are having very serious problems with the growth of profits.
After you make the proper adjustments that should be made—I refer
to line 7—you find during the last four reported quarters that profits
increased, 1n real terms, by only $2 billion. After you make the adjust-
ment for volume, profits per unit of output have actually gone down
during the last four quarters.

Our Government estimates will come out on the 18th of this month,
which will compare the very bad first quarter of 1978, when we had a

46-559—79——16
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coal strike and bad weather conditions, with the profits in this first
quarter, so it will tend to have a quarterly overstatement of what the
true profit situation is over several quarters.

You see in the first quarter of 1980, the profit figure from the first
quarter of 1978 will not improve. In fact, it deteriorates. For those
who like to look on a year-to-year basis, on page 10, table 5, you can
see that adjusted profits, line No. 7, have decreased. After accounting
for inflation, in the overstatement of the inventory accounting system
and capital consumption allowances profits have decreased from 1977
to 1978, are forecasted to decrease from 1978 to 1979, and are fore-
casted to decrease 1979 to 1980.

This is highly unusual in a recovery period. What is most important,
for those who worry about inflation, profits per unit of output show a
decrease all these years. For those who worry just about the infla-
tionary effect, profits are actually pulling down the rate of inflation,
which, of course, reduces the incentive for investment in the short
run—holding down inflation, not adding to it.

On the top of page 11, referring to graph 1, aftertax corporate
profits as a percent of gross national product, you see before the
adjustment & solid line which has been somewhat comparable in the
past, but after you adjust it appropriately, and the Commerce De-
partment provides these adjustments for the overstatement of profits
due to inventory evaluations, you see that dotted line shows where
there is a downtrend. So aftertax profits as a percent of GNP is
becoming smaller. That is what is causing our investment position
and productivity position to be in such bad straits.

On the top of page 12, you have a comparison of the only other long
economic recovery in the postwar period, the one in the 1960’s, with
the current one. You see aftertax corporate profits as a percent of
GNP is lower than in the 1960’s economic recovery. We are doing
badly compared to the earlier economic recovery.

On the top of page 13, graph 3, you have the nominal and effective
corporate tax rates. The Congress thought that they were giving
some tax relief last year for investment. This year, effective corporate
tax rates are forecast to be higher because of the inventory valuation
and capital consumption allowance adjustments, adjustments that
had deteriorated because of inflation.

We find that the effective tax rate has been going up, not down.
The effective corporate tax rate is now 55 percent of corporate profit,
and it is forecast to increase.

Although you passed $4.5 billion of tax relief for corporations last
year, that is more than offset because of the accounting system dealnig
with valuation of inventories and dealing just with capital consump-
tion allowances alone. Those adjustments fully offset that decrease
in the tax. So we have less incentive to invest this year than we did

last year.

W)e,a will have less incentive next year, if something is not done.

On the top of page 14, graph 4 shows the effective corporate tax
rate during current and 1961 business cycles. You can see the effective
tax rate is much hifher this time around than in other business cycles.
In the only other long run, the effective tax rate actually decreased
down to 40 percent during the cycle, whereas now we are taxing 55
percent.

Of course, the bottom line here is on the top of page 15, graph 5.
Real net capital stock per employee has been decreasing so we are
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asking the more workers we have in the economy to be satisfied with
the old equipment that they have, and not to have the modern equip-
ment. No wonder that productivity growth has slowed down. This is
the bottom line of reducing the incentive to invest. The incentive to
invest comes from profits.

We have a productivity loss. If we had not had the slowdown in
productivity growth in the last 10 years in comparison with the pre-
ceding 20 years, the average American household would be earning
and producing $3,700 more in this year; and if we do not make an
improvement from this point on, in comparison with the current tax,
the average productivity per household and income will be $5,000
shart. So we are talking about big stuff here in terms of the incentive
to invest and profits being that particular incentive.

I refer to the top of page 16, real net capital stock per employee, to
show how badly we are doing in comparison with other economic
recoveries. The current one shows it is declining. The other recovery
shows that the increase, the output per hour per productivity of
workers in this country, reflects the fact that the modern equipment
is not there for them, consequently their productivity has slowed
down considerably.

Mr. Chairman, my colleagues have handled the specific problems
dealing with profits in the oil industry. All of the points that were
included in the rest of my testimony have been touched on by them.

I would appreciate it if the whole testimony could be inserted in
the record. :

Senator GrAvVEL. Thank you very much. Very fine.

[The prepared statement of Dr. Carlson follows:]

STATEMENT OF THE CHAMBER OF COMMERCE OF TRE UNITED STATES BY
DR. JACK CARLS8ON

I am Jack Carlson, Vice President and Chief Economist of the Chamber of Com-
merce of the United States. I am accompanied by Christine L. Vaughn, Director
Kenneth D. Simonson, Tax Economist, and Charles W. Wheeler, Tax Attorney of
the Chamber's Tax Policy Center, and by Talbott C. Smith, Director, Energy and
Resources Policy for the Chamber. We welcome this opportunity on behalf of the
National Chamber’s 85,000 members to comment on oil price decontrol and profits.

CHAMBER POSITION

The National Chamber supports actions to phase out federal price controls on
domestically produced crude oil during the next 28 monghs, in order to give U.S.
producers the same incentive to produce energy as is now provided for all foreign

roducers. We expect decontrol to increase U.S. energy production by the equiva-
ent of 1 million barrels of oil per day by 1985, or 10 percent of current domestic
crude oil production. This means that we will be able to reduce the average Ameri-
can household’s dependence on foreign oil in 1985 by the equivalent of 90 gallons
of gasoline and 101 gallons of heating oil and other petroleum products. Decontrol
will also give American consumers the same incentive to conserve energy as that
of consumers in other industrialized countries. Conservation resulting from de-
control will save 1.2 million barrels of oil per day by 1985. Both conservation and -
increased U.S. energy production should reduce foreign oil imports by about 2.2
million barrels per day by 1985,

The National Chamber opposes the President’s recommendations to impose a
so-called windfall profits tax, which is nothing more than a federal excise tax.
With this tax, the government would siphon off incentive from American crude oil
producers. This would cause Americans to lose 100,000 to 200,000 barrels of do-
mestic production per day, compared to decontrol without the tax. Replacing the
lost production with foreign oil would cost $1 billion each year by 1985. Passage
of this tax could lead to similar punitive taxes on the producers of other materia
and products, such as wheat or sugar. :
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The National Chamber opposes the President’s recommendations for an
“Energy Security Trust Fund” to spend the proceeds from the excise tax and from
unspecified amounts of additional income taxes to be-derived from decontrol. We
believe that earmarking revenues in this way creates bad fiscal precedent. The fund
is likely to subvert the budget process, and could lead to excessive federal spending.
Morcover, we question the advisability of some of the projects that the President
has suggested would be supported bf’ this fund. If these projects have merit, they
should be able to withstand the public scrutiny of the normsl budget process.

The National Chamber continues to call for tax relief and slower growth of
federal spending in 1980. This would be a means of offsetting increases in energy
costs to American households. Moreover, Congress should prevent further in-
creases in the effective tax rate on corporate profits. Since inflation began
accelerating rapidly in 1972 and 1973, this effective tax rate (adjusted for inventory
gains and underdepreciation due to inflation), has climbed from 45 percent to its
presentlevel of 55 percent.

The real capital stock per employee in this country has been declining since
1975. More rapid growth in investment spending on new plant and equipment will
be necessary in the future to increase productivity and johs. This high effective
tax rate on corporate profits reduces the incentive to invest when we need it most.

Decontrol will raise oil producers’ profits. This is essential to attract the capital
needed for increasing domestic energy production. The increase in profits will not be
a “windfall” but instead will increase capacity, reduce inflationary pressure, and
increase productivity and jobs. The return on equity in the oil industry is about
average when compared to other industries. But average profits are not sufficient
to achieve the increases in energy capacity, research, and output which we will need

in coming years,
DECONTROL

The President has proposed to decontrol oil prices under authority granted him
by the Energy Policy and Conservation Act of 1975. He proposes to decontrol the
price of newly discovered oil immediately, and of lower tier and upper tier old oil
in stages, starting June 1, 1979, and continuing through September 30, 1981. At
that time, all controls on oil prices expire under the law. Lower tier oil is oil dis-
(fo;gred before 1973. Upper tier oil is oil discovered between 1973 and June 1,

979.

There are three ways in which lower tier oil is affected by this proposal. The
first creates a new category of marginal properties based on well depth and pro-
duction, For these marginal properties, 80 percent of lower tier oil will be released
to the upper tier on June 1, 1879. The remaining 20 percent will be released to up-
{)er tier on January 1, 1980. Second, producers may release specified quantities of
ower tier oil to the upper tier to finance tertiary recovery projects, starting
January 1, 1980.

All other lower tier oil gradually will be released to upper tier over a four-year
period. A base period control level of production, equal to average production for
six months ended March 31,1979, will be established. The volume of oil considered
to be lower tier oil starts out at 100 percent of the base period control level on
January 1, 1879, and falls by 134 percent of the original amount per month in 1979
and by 3 percent per month until October 1, 1981, when all remaining controls are
lifted. Production volumes above this declining base period amount will receive
tier prices. Those below will continue to receive the lower tier prices, adjusted for
inflation, until October 1, 1981. From that date on, all oil will receive market prices.

The upper tier price will be escalated to the uncontrolled price in 21 equal
monthly stages from January 1, 1980, until October 1, 1981.

Finally, as of June 1, 1979, newly discovered oil will be uncontrolled, that is, it
will receive the world market price. In addition, incremental production from wells
employing tertiary recovery and other speciﬁed enhanced recovery techniques will
receive the market price as of that date. “Stripper oil” (oil from wells producing
under 10 barrels per day), which is already uncontrolled, will continue to receive
the market price. .

All crude oil will be eligible to receive world market prices starting October 1,
1981, when controls expire. At that time, the current system of entitlements for

refiners will also expire.

Benefits of decontrol

The National Chamber supports decontrol of oil prices as a major step to pro-
mote both domestic production and conservation. Decontrol will reduce our
dependence on foreign oil sources by approximately 2.2 million barrels a day by -
19}8)5. The National Chamber believes that immediate decontrol of upper tier oil
would be more beneficial to production and conservation than the President’s
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phased decontrol for upper tier oil. Immediate decontrol would also remove the
substantial administrative burden Eosed by phasing out controls.

Decontrol is overdue. Qil prices have been controlled since August, 1971, when
President Nixon instituted a frecze on wages and prices.

Some opponents of decontrol have argued that if we let domestic crude oil
prices rise to the world level, we are in effect allowing OPEC to dictate the cost
of petroleum products for American consumers. In fact, decontrol represents the
quickest way to reduce our reliance on the OPEC cartel. Removing controls will
give producers the assurance that they will be able to recover their costs of in-
vestment in new fields or in expensive methods of boosting production from worn-
out and declining existing fields. As Table 1 shows, decontrol will have immediate
and steadily growing benefits for both production and conservation. For instance,
in 1985, domestic production of crude oil under decontrol will increase by ap-
proximately 1.0 million barrels per day above the levels that would occur with
continued controls. At the same time, petroleum users will have greater incentive
to conserve energy and to switch to more fuel-efficient products and production
processes. Conservation resulting from decontrol will save roughly 1.2 million
barrels per day by 1983,

TABLE 1.—EFFECTS OF DECONTROL OF DOMESTIC CRUDE OIL PRICES ON DOMESTIC OtL PRODUCTION AND
CONSUMPTION

Itn miltions of barrels per day]
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, 1 Assumes no real OPEC price increases after 1980 and no windfall profits tax.
Source: Chamber of Commerce of the United States, Forecast and Survey Centar

Moreover, decontrol will eliminate the current complex and inefficient system
of entitlements. Finally, higher oil prices will encourage greater production of
other fuels which currently cannot compete against artificially low-priced oil.

The.2.2 million barrel per day reduction in U.8. oil imports which these effects
will produce represents approximately 3 to 4 percent of expected world demand
in 1985. The reduction will place downward pressure on foreign ol prices, or at
least slow their rate of increase.

Ending mandatory controls will have a variety of beneficial economic effects,
as shown in Table 2. By 1983-85, real gross national product (GNP) could be
$3.7 billion a year higher than under continued controls. Industrial production
could be up by .6 ,{,’e”e"t and employment by 160,000 jobs, thanks to greater
availability of oil. The reduction in imports could improve our trade balance by
$14 billion per year. Inflation may be slightly higher or lower, depending on the
inflationary impact of oil shortages that would occur under continued controls.

TABLE 2—ECONOMIC IMPACT OF DECONTROL OF DOMESTIC CRUDE OIL PRICES (AVERAGE ANNUAL CHANGE)

1980-82 1983-85

Real GNP (biltions of 1979 dollars) $2.9 $3.7
Percent change.._.______. Al 4
Industriat production (pe:cent) .3 .6
Employment.._.___________. .- 3,000 160, 000
Trade surplus (bIIoNs). . .o o v e oot e e e eee . $9.4 $14
Rate of infiation (Consumer Price Index) (percent).. .. ... oo e oo aeeean ' . ; b_g

Adjusted rate of inflation (percent) 1. . ... ..o

t The adjusted rate of inflation represents the nel increase in inflation from decontrol less the inflationary impact of
4 2,000,000-barrel-pes-day potential shortfall in oli supply which could result from continuation of controls.

Source: Chamber of Commerce of the United States, Forecast and Survey Center,
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The increased domestic supply will mean that U.S. refiners will have a more
secure source of petroleum for producing gasoline, heating oil, and other prod-
ucts for American consumers. Under decontrol, domestic oil will replace oil from
foreign sources in the production of the equivalent of 90 gallons of %‘asoline and 43
gallons of heating oil for the average American household in 1985. This is shown for

each state in Table 3.

TABLE 3.—POTENTIAL GAINS FROM ADDITIONAL DOMESTIC CRUDE OIL PRODUCTION
DUE TO DECONTROL (1985)

Additional gasoline and heating oil

Gallons of Gallons of
gasoling heating oil
per household per household
United States. . ... .eieicciciiricccicrcecaccranraerasncanan 90 43
LY e T T T 99 35
AlBSKA. ..o . e e ieeaeceeceieareaneetaacaecesaannanna 86 139
e emeeeecs-emaessccscccacnsemcancncasacene 84 37
103
. 92 18
Colorado. . 86 26
82 64
Delaware. ... 90 65
District of Columbis. 59 42
Florida............ 80 20
101 28
.................. 61 25
.................. 105 75
90 4
96 56
113 46
112 45
94 28
93 51
............ 93 94
............ 8 43
.................... 75 89
............ 93 4
97 54
90 43
106 32
111 88
103 47
112 3l
...... 86 10
............ 85 74
............ 104 55
.................. 62
92 31
124 61
90
117
96 48
80 53
............ 80 80
............ 97 24
.................. 124 49
.................. 9% 35
110 37
92 $9
9% 85
90 4]
94 4]
89 32
............................ 90 51
WYOMINE. o e caemnecaiarecncrenrcscecccsancnaneomnnsenenacansncmnnann ul 151

Source: U.S. Chamber of Commerce, Forecast and Survey Center.
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CORPORATE PROFITS

Administration sources and others have criticized recent increases in corporate
profits as being “‘excessive.”” Such comments ignore the true size of profits and the
role of profits in sparking economic growth.

The figure which drew the most criticism was the 26.1 percent increase in
current dollar pretax profits between the fourth quarter of 1977 and the fourth
quarter of 1978. This number is shown in line 1 of Table 4. Taxes on profits grew
b{ 27.7 percent in the same interval. But these figures fail to account for the effects
of inflation. Since appreciation of inventories due to inflation is a one-time gain
and inventories must be replenished at higher prices in periods of high inflation,
an adjustment must be made for this illusory part of corporate profits. Since
under high inflation normal accounting methods do not enable firms to recover
the replacement costs of their plant and equipment, a further adjustment must be
made for this ‘“‘underdepreciation’.

When these adjustments (estimated by the U.S. Department of Commerce) are
made, the increase in profits for the fourth quarter of 1978 becomes a much smaller
10.6 % (line 8 of Table 4). When after-tax profits are then put in terms of constant
dollars, the increase in real (constant dollar) 'iaroﬁts from fourth quarter 1977 to
fourth quarter 1978 is only 2.5%, (line 7 of Table 4). This adjustment is made
by deflating the two components of after-tax profits—retained earnings and
dividends—by the deflators for fixed investment and personal consumption
expenditures, respectively.

Anticipating reports on profits for the first quarter of 1979, Table 4 shows that
the increase may be 21 percent even after adjustment. But profits must be ob-
served over the business cycle to gain a true perspective. Adjusted profits are
projected to fall 19.6 percent in the first quarter of 1980, to an even lower level
than in the depressed first quarter of 1978, because slower economic growth has
been forecast.

TABLE 4—PROFITS OF ALL U.S. CORPORATIONS

[NTA basis; billions of doliars}

Actual Estimated Projected

4th 4th 1st 1st 1st
quarter  quarter  Percent quarter quarter Percent  gquarter Percent
1977 1978  change 1978 1979  change 1980 change

Pretax Lmﬁ currentdollars.  178.0 225.0 226.1 172.0 224.0 30.0 219.0 -2.3
Profits tax liability__._._.... 74.0 94.0 21.7 70.0 89.0 27.4 87.0 ~2.6

. After tax profits._.._.. 104.0 131.0 25.0 102.0 135.0 3.8 132.0 -2.1
Adjustment for inventory

Jgroﬁts ................... -15.0 ~28.0 .......... ~24.0 -31.0_......... ~-29.0 ...
Adjustment for underdepre-

clation__.........o...... ~15.0 =200 .......... -16.0 -22.0 .......... -3L0 .c.eenn..s

......... 4.0 82.0 10.6 €2.0 8.0 31 72.0 —12.5

1 JO O, 8.0 80.0 2.5 64.0 78.0 21.0 63.0 -19.6
Yolume adjustment:
Adjusted profits per dol-
far of gross national
product......_. eocrne 3.8 3.7 ~2.2 3.1 3.6 15.3 2.9 -20.4
Wages and salaries per
dotlar of gross national
product.._.......... 61.3 61.4 .2 62.3 61.9 -.7 62.8 1.5
Government {axes per
dollar of gross national
product.............. 35.4 3.3 2.4 35.7 35.6 -.3 35.4 -5

Source: Chamber of Commerce of the United States, Forecast and Survey Cen'er,
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A different picture is also presented by examining corporate profits for the
entire year, rather than quarterly. This is illustrated in Table 5 which shows a
fall in a?f'usted profits between 1877 and 1978 and a sharp 12.5 percent decline in
1979, followed by yet another decline of 1.1 %ercent in 1980 (line 7). Adjusting
for changes in the volume of Gross National Product shows even larger declines
in adjusted corporate profits per dollar of output (line 8, Table 5).

TABLE 5.~PROFITS OF ALL U.S. CORPORATIONS
[NIA basis; billions of dollars]

Actuat Estimated Projected

Year Year  Percent Year Percent Year  Percent

1977 1978 change 1973  change 1980 change

Pretax rrorsts, currentdollars........... 1740 2020 16.2 2140 5.9 232.0 8.2

Profits tax Viability. .. ... ... 72.0 8.0 16.9 85.0 L7 9.0 8.0

. Aftertax profits. ............... 102.0 118.0 15.7 129.0 9.0 140.0 8.4

Adjustment for inventory profits........ —150 —24.0 ..._...... =320 ceeeeeecee =9.0 ..ol

Adjustment for underdepreciation...._.. =150 —~18.0 ...___..__. -25.0 . __....... -340 ........

Profits from current production. . . 12.0 76.0 4.5 12.0 -4.8 71.0 .1

Ag'justod rofits, constant 1978 dollars... 78.0 76.0 -2.9 6.0 -—12.§ 65.0 =51

Volume a gustmant:

Adjusted rloﬁu per dollar of gross

national product. . ___._._..._... 3.8 3.6 -6.5 1 -7 3.0 -3.4
Wages and salaries per dollar of

gross national product._.________ 61.1 61.7 1.0 62.6 1.3 62.7 .3
Government taxes per doilar of gross

national product. . ........._.... 35.5 %.0 1.4 35.4 -1.7 35.5 .2

Source: Chamber of Commerce of the United States, Forecast and Survey Center,

A longer term perspective on corporate profils

A look at profits over the entire period since the Korean War shows that after-
tax profits as a share of GNP today are no higher than normal. This is shown by
the solid line in Graph 1. Profits adjusted for illusory inventory gains and
under-depreciation have been low in recent years and are projected to fall still
lower. This is shown by the broken line in Graph 1.
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GRAPH 1

AFTER TAX CORPORATE PROFITS
AS A PERCENT OF GROSS NATIONAL PRODUCT
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Graph 2 shows corporate profits in the present economio recovery period com-
pared to the economic recovery from 1961 through 1966, a period when growth
in the economy, in personal income, and in productivity was high and inflation
was relatively low. The early sixties is often cited as a post-war period close to
the ideal in economic conditions. As Graph 2 illustrates, the profit share of GNP
in the economic recovery beginning in 1975 has been much lower than the profit
share of GNP in the revove?r feriod beginning in 1961. And the corporate profit
shure of GNP is forecast to fall even further as we enter 1980.

GRAPH 2

AFTER TAX CORPORATE PROFITS AS A PERCENT
OF GNP DURING CURRENT AND 1961 BUSINESS RECOVERIES
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Source: Chamber of Commerce of the United States,

Foreéast and Survey Center.

The compound effect of taxes and high inflation on corporate profits

High inflation sharply increases the federal tax burden for corporations, as it
does for individuals. Graph 3 shows the difference inflation has made in the cor-
porate profits tax burden by comparing the ‘““nominal”’ corporate income tax
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rate since 1954 with the “effective’’ corporate income tax rate, which adjusts
pretax profits for illusory inventory gains and underdepreciation. Since the
corporate income tax is calculated as a percentage of corporate profits before these
adjustments for inflation are made, taxes as a percentage of the inflation-adjusted
profits have risen much higher as inflation has climbed.

GRAPH 3 '
- MOMINAL AND EFFECTIVE CORPORATE TAX RATES 1/
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Forecast and Survey Center.

Since 1972, inflation has increased in almost every year. Accordingly, the effec-
tive (inflation adjusted) tax rate on corporate profits has risen from 45 percent
in 1972 to 53 percent in 1978 and is forecast to rise further in 1979 and 1980 in the
absence of tax relief.

When the effective, or inflation-adjusted, corporate tax rate in the present
economic recovery is compared to the same tax rate in the economic recovery
beginning in 1961, it is readily seen that current corporate taxes are alread{ very
t(xi h ct?x;l)pared to that benchmark period—and are expected to grow higher

raph 4).
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GRAPH 4

EFFECTIVE CORPORATE TAX RATE
DURING CURRENT AND 1961 BUSINESS RECOVERIES
(with tnventory valuation and copltal consumption odjustaant)
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Source: Chamber of Commerxce of the United States,
Forecast and Survey Center.

Higher profils are needed as an tncentive lo increase invesiment

The most important function of profits in our market economy is to provide an
incentive to increase investment in new plants and equipment. The President’s
1979 Economic Report states: ““The most important inducement for investors is
the prospect for future profits from future sales,”’ (p. 127). Because they are
the ultimate beneficiaries of the increased employment and output resulting from
%’oﬁts consumers and workers have as big a stake in profits as investors. In the

nited States investment in new plants and equipment must be accelerated if we
are to have the growth we want in produectivity, jobs, and output.

Historically, there has been a close relationship between capital stock per
worker and productivity. As Graph 5 illustrates, capital stock per employee has
slumped since 1975.
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GRAPH 5

REAL NET CAPITAL STOCK PER EMPLOYEE.
AND QUTPUT PER HOUR WORKED (PRODUCTIVITY)
(non-fara business sector)
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Source: Chamber of Commerce of the United States,
Forecast and Survey Center.

A higher rate of investment spending will be needed to get capital stock per
employee back on trend. We want that increase in investment spending because
we want productivity to increase. If productivity per hour worked rises, then real
income can rise accordingly. The way to get the increase in real income is to in-
crease investment and the way to get an increase in investment is to increase
profit. Hi%her taxes on profits are the wrong policy at the wrong time.

Graph 6 compared the capital stock per employee in the present economic re-
covery with the same ratio in the benchmark recovery beginning in 1961. The
difference is apparent. Capital stock per employee in this recovery is much lower,
partly because high effective tax rates on profits have made additions to capital
to0 expensive or unattractive to investors.
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GRAPH 6

REAL NET CAPITAL STOCK PER EMPLOYEE
DURING CURRENT AND 196) RECOVERIES
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Forecast and Survey Center.

Not surprisingly, productivity growth in the present economic recovery is
also much less than productivity growth in the economic recovery beginning in
1961, This is shown in Graph 7,
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GRAPH 7

OUTPUT PER HOUR NORKED (PRODUCTIVITY) IN THE
NON-FARM BUSINESS SECTOR DURING CURRENT AND 1961 RECOVERIES
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The President succinctly summed up the investment problem in his Economic
Report of January, 1978: .

Business investment has lagged during the recovery for several reasons,

Some of the fears engendered by the steep recession and severe inflation of

1973-75 have remained and have reduced the incentive for businesses to in-

vest. Uncertainties about energy supplies and energy prices have also been a

deterrent to investment, and so have concerns about governmental regulations

in a variety of areas. Finally, high costs of capital goods and a depressed stock

market have diminished the incentives and raised the costs to businesses of
investment in new plants and equipment.
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The solution he favored then, and one which is still correct today, is tax relief:
My tax and other economic proposals will encourage a greater rate of
business investment in several ways. By promoting a sustainable rate of
economic recovery, they will assure businesses of an expanding market for
the output from new factories and equipment. The specific tax reductions
for business I have proposed will increase after-tax profits and so directly
provide additional incentives for investment.

PERSPECTIVE ON OIL INDUSTRY PROFITS

The Treasury Department did a useful job in pulling together statistics on oil
industry finances for its testimony before this subcommittee on Muv 7. There is
no need to challenge or duplicate the Treasury’s work; instead, some perspective
on the figures you received maybe helpful.

Among the most revealing statistics were those on capital outlays. These figures
clearly show that oil producers reinvest available funds very heavily, particularly
in comparison to non-oil companies. (See Table 6. ) In each year for which data
are available (1971-77), oil companies invested substantially more than 100 per-
cent of net income, and close to 100 percent of cash flow. These investment rates
are significantly higher than in other industries,

TABLE 6.—CAPITAL EXPENDITURES BY OIL AND NONOIL COMPANIES, 1971-77

1971 1972 1973 1974 1975 1976 1977

Capital expenditures:
Qil companies (billions)..... 1.8 $12.0 $13.4 $21.4 $23.3 $25.0 ;27. 9
Nonoil companies (biliions). 21,1 $22.3 $28.7 $37.1 $34.3 .6 2.8
Qi companies as p t of to 32 37 40 41 3d
Capitsl expenditures/net income (percent):
Oil companles. .. .ot eeiceeeee 199 162 112 125 187 172 178
Nonoil companies. i ow tpen 118 100 103 136 124 9% 102

84 81 6 718 113 98 o4
€ 5 6 18 e 58 62

Qil companies......cceaeaen
Nonoil companies

Source: Calculated from data supplied by Standard & Poor's Corp. Compustat file of approximately 3,000 corporations,
s reproduced in appendix to statement of Emil M. Sunlou:tp Assistant Secretary of the Treasury for Tax Poll?.
before the Subcommittee on Emrg‘y snd Foundations of the e Finance Committee, May 7, 1979, Oil companies include
oil and gas extraction plus integrated petroleum and refining companies.

Moreover, capital expenditures by oil companies have increased sharply,
especially in response to crude oil price increases. For instance between 1972 an
1974, capital outlays by oil companies jumped 78 percent.! By 1976, oil companies
accounted for 41 percent of total capital expenditures in this sample, up from 32
percent in 1973 at the beginning of the crude oil price rise. (See Table 6.)

These data strongly suggest that decontrol will lead to another surge in capital
outlays by the oil industry. Most of these outlays are likely to go into explora-~
tion, development, and production of petroleum. Table 7 shows that investment
in other firms account for a relatively smali fraction of oil companies’ uses of funds.
Furthermore, most of the money spent for investment has been to acquire firms in
oil-related businesses. Unfortunately, it is not possible to show this by segregating
data on oil from nonoil investments,

TABLE 7.—INVESTMENRT IN OTHER FIRMS BY OIL COMPANIES, 1971-17

1971 1972 1973 1974 1975 1976 1977

Investment In others (billions).......... 0.9 0.9 0.6 2.7 1.4 1.0 0.7
Total uses of funds (tﬁllion:).) .......... sis. 4 sfs. 7 325. 3 339.1 3;2.1 327.0 sis.l
lnvasmonts/loul uses (percent)......_. 5 5 2 7 4 3 2

Source: See source for table 6.

1Data from the Joint Assoclation Survey, conducted by the oll and gas industry,
and from the Census Bureau’s Annual Survey of Oll and Gas show that domestic explora-
tion and development expenditures more than doubled between 1072 and 1974, rising
from $6.5 billion to $13.1 billion. These data are not directly comparable to those in
Table 6, because they are based on a different sample of producers.
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How profitable are the oil companies? The two most common measures of
profitability are after-tax rates of return on (1} stockholders’ equity, and (2)
total assets employed. As Table 8 shows, rates of return in the oil industry have
generally been below, or only slightly above, rates of return in all industry. The
only exception to this occurred in 1974, after world oil prices quadrupled. By 1975,
oil industry rates of return were again comparable to those of other businesses.

TABLE 8.—RATES OF RETURN FOR OIL AND NONOIL COMPANIES, 1969-77
[tn percent}

1969 1970 1971 1972 1973 1974 1975 1976 1917

Return on equity: )
Oil and gas extraction........... 12.6 1.4 6.7 7.2 106 199 150 152 14.7
Integrated petroleum and refining. 1L 1 1.5 10.8 10.0 15.2 18.4 129 139 13.5
Other industries .......ccooooe.e 124 103 1.3 129 144 130 120 144 14.8
Return on assets employed:
0Oil and gas extraction........... 8.0 8.5 6.0 6.0 83 10 103 104 10.2
Integrated petroleum and refining. 9.2 8.5 8.9 84 115 128 9.2 9.7 9.6
Other industries................ 10.0 8.9 9.5 105 1.2 106 102 112 1.5

Source: See source for table 6.

Another measure of profitability is return on sales. Here again, oil companies
show only modest rates of return, amounting to between 2 and 3.5 cents per gallon
of heating oil or gasoline,

As Energy Secretary James Schlesinger pointed out in reply to the question
“Do you think oil company profits are reasonable?” (‘“‘Issues and Answers”, ABC
Television, April 8, 1979):

At the present time, they certainly are reasonable. The profits have not
increased in this industry since 1974, And in real terms, they have declined.
The oil companies are not doing spectacularly well in comparison to other
manufacturing industry.

Thus, one may expect that decontrol will temporarily boost oil company rates
of return, but not nearly as much as after the far steeper OPEC price increases
of 1973-74. Such an increase in profitability is desirable, indeed essential, if the
industry is to expand domestic production in the years ahead.

Complete data for 1978 are not yet available. But a look at the “Fortune 600
list shows that for the biggest oil companies, at least, profits continued in 1978
to be in line with other industries and with past years,

The 500 largest corporations ranked by sales, as compiled by Forlune magazine
(May 7, 1979) include 31 petroleum reﬁninicompanies and 10 mining and crude-
oil procfuction firms. These two categories had rates of return on equity in 1978

of 13.4 percent and 10.1 gercent, respectively, compared to 14.3 percent for the
. entire 500. In 1977 also, both oil categories lagged the average of the 500 firms.
. The 20 largest firms in the Fortune list in terms of sales include 10 oil companies.
- But none of these firms ranked among the top 200 manufacturers in return on
stockholders’ equity. In terms of total return to investors, which includes both
price appreciation and dividend yield, the highest rank among these oil firms in
1978 was only 87.

QOil industry profits, then, have not been excessive. The oil industry has been
no more profitable than other industries. Decontrol will increase profits, as it
should if we are to encourage domestic oil production. But such increase will not
result in any “windfall,”

“WINDFALL PROFITS" TAX

. The President has proposed a so-called “windfall profits’’ tax, actually an excise
. tax, to be levied at a 50 percent rate on three separate sources of oil producers’

T revenues:

(1) A lower tier (“‘tier 1”’) tax on revenues attributable to decontrol from the
i&&esyf some lower tier oil (oil from properties which entered production before

2) ’An upper tier (“tier 2") tax on revenues attributable to decontrol from the
sale of upper tier oil (oil from properties which entered production after 1972 and
lower tier that has been reclassified) ; and

(3) A market incentive (‘‘tier 3"’) tax on revenues from the sale of uncontrolled
oil which are attributable to any future world crude oil price increases in excess
of the general inflation rate.

46-559—79——16
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‘The tax would take effect January 1, 1980, and would work as follows.

The Tier 1 tax would equal 50 percent of the difference between current lower
and upper tier prices, adjusted for inflation. However, this tax would not apply
to all oil presentl{ classified as lower tier. The oil from stripper wells, marginal
properties, and oil used to finance tertiary recovery projects would be reclassified
and subject to the upper tier tax. The Tier 1 tax would only he imposed on a por-
tion of the lower tier oil allowed to sell at upper tier prices after January 1, 1980.
Under the decontrol plan, the amount of lower tier oil released to the upper tier
will be increased by 3 percent each month. For tax purposes, however, only 2
gercent would be considercd as released each month. The Tier 1 tax would then

e imFosed on the oil that has been released to the upper tier under decontrol but
is still considered to be lower tier oil for tax purposes. )

The Tier 2 tax would equal 50 percent of the difference between the actual
selling price and the current controlled price for upper tier oil, adjusted for in-
flation. This tax would apply to any crude oil receiving upper tier pricing treat-
ment (including production from marginal properties and released lower tier oil
not included in the Tier 1 tax base). Starting in November, 1986, the base price
would be adjusted ugward to the world price over 50 months, so that this tax
would phase out at the end of 1990.

The Tier 3 or ‘‘market incentive tier’’ tax would take effect only if the actual
world crude oil price rises at a faster rate than the increase in the market incentive
price caused by domestic inflation (as measured by the GNP deflators). The tax
would be permanent and would equal 50 percent of the difference. The market
incentive price would equal $16.00 ger barrel for the fourth quarter of 1979. Until
October, 1981, when all oil is to be decontrolled, this tax would apply only to newly
discovered oil, production from stripper wells and incremental tertiary production.
After that date, the tax would apply to all oil except for production from the
Alaskan North Slope or the Nava getroleum Reserves,

The National Chamber opposes any new tax on energy producers as unnecessary.
The Administration’s proposed excise tax, misleadingly called a ‘“windfall profits”
tax, is punitive and contrary to the goal of energy self-sufficiency. Currently, more
than half of every dollar of additional revenue from domestic oifproduction winds
up in government coffers through royalty payments (or income taxes on private
royalty owners); state and local severance, property and income taxes; and federal
corporate and individual income taxes.

he Administration acknowledges that they are not proposing a profits tax,
because their tax would be levied on all designated production without regard
to the producer’s profitability. Yet they claim that they are only taxing the
“windfall profit” from decontrol.

Decontrol, however, will produce no windfall. Instead it merely provides oil
producers with the revenues they have been denied since price controls were first
imposed. Congress mandated an end to price controls by September, 1981, when it
passed the 1975 Energy Policy and Conservation Act (EPCA). At that time, it
envisaged that domestic prices would equal world prices, with no suggestion that
world prices represented a windfall. In fact, Congress has twice rejected proposals
for “‘windfall profits'’ taxes as being unjustified.

The “market incentive tier” tax is potentially the most damaging part of the
President’s proposal. Unlike the Tier 1 and Tier 2 taxes which would expire
respectively in 1983 and 1990, this tax would apply whenever world oil prices
exceed the $16.00 per barrel market incentive price, adjusted for inflation.

Moreover, the market incentive tier tax would make otherwise attractive
domestic investments uneeonomic. To illustrate this effect, suppose that the world
oil price is $20 per barrel in January, while the market inecentive base price is $16.
Any new domestic production would be subject to a tax of 50 percent of the
dm{rence between these prices, or $2 per barrel, Thus, producers who have a choice
between developing wells in the United States or in a foreign area will choose the
foreign arca because of its higher proﬁtabili'}y.

A similar effect would occur under the Tier 2, and possibly Tier 1, tax.

A popular expression among oil producers is ‘““all of the easy oil has been fourd.”
While not literally true, the saying correctly indicates that most new production
is likely to come from difficult, high cost areas. By penalizing production from those
areas, when they are within the United States, the proposed tax would leave us
with smaller reserves and less new production. Thus, our reliance on foreign
production would grow still greater under this tax.
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ENERGY SECURITY TRUST FUND

The President has proposed the creation of an “Energy Security Trust Fund" to
receive all revenues from the proposed excise tax on oil producers. For fiscal years
1980-82 the Fund also would receive an appropriation based on additional income
taxes that are estimated by the Treasury to result from decontrol.

The revenues from the Fund would bhe used for three basic :?oses: (1) assist-
ance up to $800 million per year to low-income households; (2§) ditional funds of
up to $350 million a year for “energy-efficient mass transit purposes'’; and (3) a
range of programs for long-term energy and environmental research, development,
production, and conservation.

The National Chamber opposes establishing such a fund. By setting aside
revenues for specific purposes, the fund is likely to undermine the existing budget
process. This may lead to higher levels of overall receipts and spending than would
otherwise'be desirable.

All of the projects that the President has suggested for funding through the
Energy Security Trust Fund should be considered through the normal budget
process. In that way, funding levels can be kept consistent with other programs
a;u(l} grli)orities, includ’ing the priority of reducing the federal government’s share
o .

Assistance for taxpayers affected by higher energy costs should be accomplished
through general tax relief, not by earmarking a lportion of this fund for welfare.

Creation of this trust fund could set a harmful precedent for providing special
revenue sources for any given set of programs. Such earmarkingof funds encourages
continuing or increa:ing a tax for the sake of protecting the programs that it
funds, even though the tax may have undesirable consequences.

Finally, the variability and uncertainty of the revenues earmarked for this fund
will make funding of designated programs quite difficult. This ig particularly
undesirable for programs requiring commitment of money several years into the
future, such as the capital expenditures and research and development projects
which the President mentioned. ,

Senator GrRaVEL. Next, Mr. Forrester. Nice seeing you again, sir,

STATEMENT OF JAY W. FORRESTER, GERMESHAUSEN PROFESSOR,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Mr. FORRESTER. Thank you Mr. Chairman.

We meet here to consider a so-called excess profits tax to be levied on
producers of oil. But I want to ask, Are we making good use of our
time? Does an excess profits tax on oil producers matter in the context
of the energy problem facing the United States?

Before continuing 1 should summarize the energy situation in
which we now find ourselves:

First present prices are now encouraging more energy consumption
than is domestically producible at those prices.

Second the United States is becoming progressively more dependent
on OPEC and more vulnerable to decisions made in the OPEC
countries.

Third U.S. policies are supporting a massive transfer of wealth
from the United States to foreign suppliers of oil.

Fourth lack of courage and leadership has prevented us fiom
recovering from OPEC the initiative in energy.

Fifth present energy policies are driving down the value of the
dollar forcing ever-larger exports to pay for oil and reducing the
American standard of living.

To recover our self-sufficiency in energy the United States must
take steps that will:
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First, curtail imports of oil, so that we can limit our financial
obligations to the oil-producing countries.

Second, recapture for ourselves the high excess profits on oil con-
sumption that the United States is now paying as tribute to foreign
oil producers.

hird, generate strong incentives for energy conservation.

Fourth, release American initiative, creativity, and financial re-
sourcesdto provide the energy supply and the energy efficiency that
we need.

Fifth, reverse the present Government policies that bias our eco-
nomic system toward using more energy and less labor, thereby
producing an energy shortage and unemployment.

In comparison to the task confronting the Nation, the so-called
excess profits tax is a mere diversion: it is capturing center stage in
the political debate and is taking sorely needed attention away from
the main issues. But an additional {)roﬁt,s tax on energy production
is worse than a diversion; it will prolong our wandering in the energy
wilderness.

An additional profits tax on oil production will lead to less rather
than to more energy. It will not reduce our imports; it will not increase
incentives for conservation and energy efficiency; and it will not
reduce our dependence on OPEC. An additional tax on energy profits,
beyond the present corporate income tax, seems a matter of political
expediency rather than a fundamental approach to the energy chal-
lenge facing the country. Personally, I do not care one way or the
-other about the oil companies as such, but I do care about economic
stability, reduction of inflation, sustaining the dollar in foreign ex-
change markets, reducing our dependence on OPEC, freeing American
creativity to solve our domestic é)robl‘ems, moving us toward a long
term energy self-sufficiency, and stopping the squandering of our
economic heritage as, in exchange for oil, we give up to foreigners
ownership of American hotels, office buildings, corporations, and
farmland.

Before going on to more effective policies, let me comment on the
excess profits tax. The term itself belongs to political oratory, not
to a penetrating debate of energy issues. In looking over financial
data for the major corporations, 1t seems to me that the petroleum
companies have been doing rather less well than many other large
corporations in terms of profit related to assets, or profit as a fraction
of stockholder equity, or profit as a percent of sales.

I the petroleum companieshave done a major disservice to America,
it is in having for 20 years provided energy at prices far lower than can
be sustained in the future. Such low prices have led us into a pattern
of energy waste. Ener%y has been so inexpensive that it has not been
economically justifiable to insulate homes carefully. Very low-cost
energy has led to the present pattern of dispersed suburban living and
our dependence on automobile commuting. Transportation costs are
so low that manufacturing has been concentrated and goodsareshipped
to all parts of the the country, rather than depending on local self-
sufficiency and decentralization. The oil companies can be criticized
for being a party to our own self-delusion about en endless supply. of
cheap energy, but not for having earned profits above those expected
from other well-managed activities. We need more risk capital and
more investment in energy, but the record shows no great financial
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incentive for making such investment. Higher profits would attract
financial capital and human skills to energy development and away
from activities that are socially less necessary. )

Additional tax on petroleum profits will substantially undo the in-
centives that are presumed to accrue from decontrol of oil prices. As
such, we will once more be enmeshed in contradictory policies that
postpone an aggressive solution to the energy imbalance.

An additional tax on profits will foster inefficiency in the oil com-
panies. Rather than show profits that will then be taxed, strong in-
centives will exist to increase costs to use up the Eroﬁts. Manpower will
be stockgiled. Decisions will be postponed. Such a tax will extend the
present holding pattern in which everyone is Waitin%l for decisive
policies aimed, without equivocation, at more energy, higher energy
efficiency and less energy waste.

A higher tax on energy profits would be shortsighted. It might
satisfy short term political objectives, but would work against the
eventual resolution of the energy issue. We could expect the classio
reversal that occurs in so many policy situations. More often than
not, an action that is favorable in the short run is unfavorable in the
lon%‘run, and vice versa. For example, & person who overindulges
in the present may be penalized in the future by ill health. A nation
that demands excessive services from government is later subjected to
inflation and a falling standard of living. A company that takes the
easy road and fails to maintain product quality will suffer later from
falling sales. A person who lives above his means by borrowing heavily
eventually must reduce his consumption while paying back his debts.

In the same way, a tax on oil profits may seem politically attractive
now, but will continue to repel financial resources and managerial
skills from the energy field and thereby prolong the energy shortage.
For the last several years the country has been pursuing policies that
met short term objectives at the expense of achieving an ultimate
solution. An additional tax on energy profits will only prolong the
period of vacillation.

If we want a long term solution, we must accept some short term
disadvantages. With decontrol of oil prices, there will be a brief
surge in profits of petroleum companies. That would, for some, rep-
resent a short term political cost. But in the long run, profits higher
than in other businesses will attract financial investment, daring
entrepreneurship, and technical skills. As money and talent converge
on the energy area, energy supply will go up, competition will emerge,
and prices will be driven down to those compatible with efficient
production.

We should also be concerned about the symbolism of an excess
profits tax. It says that any person or institution that succeeds in
energy will be penalized. It says that money and talent should go into
{)erfumes, or computers, or consumer specialities, but not into energy.

t says the U.S. Government treats foreign producers of energy better
than domestic producers.

PEC is now collecting profits that are far more excessive than
would domestic producers at the same price, because the cost of
domestic production is above that of production in the oil-rich coun-
tries. Why are U.S. political leaders more incensed at the possibility
of future short term increased profits within the United States than
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at the exorbitant [l:roﬁts currently paid to other countries that will con-
tinue unless we take vigorous action? It is not because no action is pos-
sible. It may be because our aversion to short term inconvenience over-
powers our concern for an enduring solution to this serious problem.

An excess profits tax is a move to redistribute income. But such a
redistribution within America is of small consequence compared to
the redistribution that is continuing from the United States to foreign
producers. Profits to American corporations do not disappear from
our economic system. They reappear in pension funds and in divi-
dends to the broad base of U.S. citizens who are stockholders. Domes-
tic profits are used for creating the capital investment necessary to
reach deeper and less accessible energy deposits. Domestic profits
become a basis for higher wages to American employees. By contrast,
the excess profits to OPEC to which we now acquiesce must be paid
in the form of products that we must grow and manufacture and give
up to foreign buyers to repatriate the dollars paid for oil. In fact,
excess Yroﬁts are paid to other countries in goods that become un-
available to support the American standard of living.

Excess profits paid to OPEC are a far more serious matter than
profits earned and redistributed domestically. Congress would better
use its limited time to resolve the international aspects of oil economics,
rather than bogging itself down in the emerging domestic excess
profits tax debate.

The excess profits tax as proposed is an extra tax on the economy.
It means additional money channeled through government. But the
American public has strongly expressed its discontent with growing
taxes and with government inefficiency in delivering goods and serv-
ices. Proposition 13 in California and the proposed constitutional
amendment to require balancing the budget both suggest public dis-
pleasure with still bigger government. '

For the second time in 2 years, the President has presented an
array of energﬂ proposals that will be confusing and ineffective. Their
presence on the agenda will delay consideration of the underlying
1ssues, and they will introduce further cross-currents into an already
turbulent debate. They are an attempt to deal with every aspect of
energy supply and usage, but a government cannot cope with so
many details at once. The proper role of government is to establish a
few simple and decisive policies that will then induce each person in
the country to fulfill his own best role to increase energy supply,
conserve energy usage, and arrange for greater energy efficiency.

I now turn to a proposal for an energy policy that I believe would
be effective for increasing energy supp{ , developing new kinds of
energy sources, reducing energy waste, improving efficiency in energy
usage, and regaining our independence from OPEC. The proposed
])o]icy is developed more fully in my paper ‘“Energy Policy.” T would

ike approval to include that paper as an appendix to the record of
this testimony.

This proposal involves taxation but the implications are entirely
different from those of an excess profits tax. It is aimed at a major
reversal of incentives within our economic system. It should move us
away from dependence on foreign oil and in time away from the
declining supplies of domestic oil.
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The proposal is for & heavy tax on the import and the domestic

production of oil and gas, without price controls or an extra profits
tax. The tax would be intended to produce incentives to conserve
energy, induce private-sector development of alternative energfr
sources, and make domestic oil more competitive with imported oil.
The suggested tax would be applied in steps until a sufficient response
had occurred. The tax might reach $20 to $30 per barrel of oil or
gas equivalent.
. The revenue stream from such a tax would be tremendous, perhaps
in the range of $200 billion per year. But the economy is now so
heavily taxed that no greater total tax should be levied and any
excise tax on oil should be fully and completely compensated by an
equivalent tax reduction elsewhere.

I notice that other witnesses have referred to the proposed profits
tax as an excise tax. I look at this in a different manner. Just to keep
the record straight, an excise tax is a tax on the production of a unit;
a profits tax is a tax on the net revenue left as the difference between
cost and revenue. I think these have totally different implications in
terms of what they produce for incentives.

To continue, the only tax streams big enough to offset a substantial
excise tax on oil are the individual and corporate income taxes. A
$20 per barrel tax on oil would substitute for a major fraction of the
taxes collected in corporate plus individual income taxes. Such a sub-
stitution should make the oil excise tax acceptable becuse it would
be a substitute of one tax for another without an increase in total
taxation. But the payment of tax through the oil-usage channel would
then become discretionary—it could be avoided by reducing the con-
sumption of energy and shifting away from products with a high
petroleum content.

Substitution of an excise tax on oil and gas in exchange for a re-
duction of income tax should increase emp%oyment because income
tax is a tax on labor. Income tax is a heavy tax on the use of people.
An employer can avoid paying the money with which an individual
pays his income tax by not employing that individual. .

or this reason, income tax is a powerful incentive to substitute
the use of energy for people. At the same time, the Government is
attempting to hold down the price of energy, thereby increasing the
incentive to use energy and lay off employees. Partly as aresult, we
have an energy shortage and a labor surplus. I see an excise tax on
oil as redressing the baﬁmce and creating pressures for higher employ-
ment as well as conservation of petroleum.

A high excise tax on imported oil should recover the oil pricing
initiative from OPEC. If consuming countries set a high enough tax,
the OPEC countries will be less able to price oil to include their
present high profits. At a high enough price, imported oil will find
stiff competition from domestic oil production and from a growing
energy supply from nonpetroleum sources. Because OPEC countries
are dependent on their sale of oil to support the development pro-
grams they have underway, theB' will bein financial difficulty if their
price plus our tax makes OPEC oil noncompetitive. They cannot
allow the total price to rise above what the market will bear, and the
market will become selective and highly competitive when the price
of energy is raised to its proper place within the balance of other
economic forces.
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An excise tax on petroleum-based energy should be noninflationary
if it is fully offset by reduction of other taxes. It would shift the price
balance within the economy, but not the total price level. Those
products having a high energy content would rise in price and those
products and services having a high labor content would fall in price.
At the time of the shift in tax basis, gross salaries and wages would

be lowered by the amount of the reduction in income taxes. Net
income would remain unchanged. Because the price of products and
services would be adjusted to reflect both the lower cost of labor and
increased cost of energy, purchasing power would also be unchanged.
. An excise tax on Eetroleum energy should not be a hardship on low-
income citizens. Like all other people, their disposable income would
remain approximately the same and their cost of living would be
essentially unchanged. Some prices would rise where energy is a
dominant component; but other prices with labor as the major com-
ponent, such as medical services and education and the distribution
of goods, should decline in price.

he paper, ‘“Energy Policy,” which I have inserted in the record of
this testimony, gives more detail on the proposal. I believe it is a simple
olicy, easy to understand, and inexpensive to implement. Carried
ar enough, with a high enough excise tax on oil-based energy, it should
provide strong incentives for all consumers and producers of energy
to take steps that are good for the individual and at the same time,
good for the country.

In summary, I believe an additional tax on profits of petroleum
producers would be a mistake. The so-called excess profits tax would
delay the production of domestic energy, divert financial investment
away from the energy industry, lead to inefficiency in the oil com-
panies, and would not contribute to solving the energy imbalances
that now haunt the country. .

By contrast, an excise tax on petroleum energy would suppress
demand. Jt would leave domestic producers the same price margin
that OPEC would retain so that domestic oil could compete with
foreign oil and thereby reduce our unfavorable balance of trade.
A high enough price for oil will lead to conservation and more efficient
use of energy.

Iam mu%i; more optimistic about a high price leading to conserva-
tion of oil than some of the earlier witnesses. It seems to me that
there is a tremendous opportunity there. Also, an excise tax on oil and
gas would provide a price umbrella under which private enterprise
would quicEly and effectively develop the renewable energy sources
to which we must turn, as oil is depleted.

Thank you.

[The attachments to the statement of Jay W. Forrester follow:]

ENEray Poricy BY JAY W. FORRESTER, GERMESHAUSEN PROFESSOR,
MassacHuserrs INSTITUTE OF TECHNOLOGY

SUMMARY

Present government policies, by holding down the price of energy and levying
high income taxes on people, ;l;roduce strong incentives for excess use of energy
and reduction of employment, leading to energy shortage and unemployment.

An effective policy would be a high tax on energy and a fully compensating
reduction of individual and corporate income taxes.

A $20 per barrel tax on oil and gas equivalent would permit more than a 50
percent reduction in all income taxes.
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The resulting increase in oil price would give strong incentives for conserving
energy and for developing non-petroleum sources of energy.

The pause in economic growth, once again being created by the economic long
wave, allows time to re[f)lace the capital investment in oil-burning technology and
build the capital plant for alternative energy sources,

An oil and gas tax that is fully compensated by reductions in other taxes should
reduce rather than increase inflationary pressures.

The public is ready for a fundamental and effective solution to the energy
problem. A substantial reduction of income taxes should make an energy tax
politically acceptable.

Five years have passed since OPEC dramatically ended our unlimited access
to almost free energy. What has happened since? Yery little except debate. Of the
few changes that have occurred, most are unfavorable to the United States.

The United States has relinquished to OPEC the initiative in energy policy
without seriously debating how we could reestablish control over our own future,
The United States has become increasingly vulnerable to unstable foreign govern-
rients as most recently made evident by the turmoil in Iran. A centralized Depart-
ment of Energy has been created to regulate the billions of decisions that deter-
mine energy conservation and the millions of decisions that determine energy
supply, but such multitudinous decisions will not be made effectively until solving
the energfr problem coincides with self-interest at the decentralized points where
individual and business actions take place. Stopping inflation and solvin% the
energy problem have come to be seen as conflicting goals rather than two faces
of the same challenge. The public has been confused by a government that first
likened the oil situation to a wartime crisis, then recommended a massive array
of trivial and ineffective legislation, and in January 1979 offered a State of the

nion message in which energy was given only nine words.

But such confusion arises not from willful intent by those in government to take
the wrong direction. Nor can absence of a constructive energy policy be traced
to selfish interests of energy corporations. To understand how we arrive at our
gresent condition, we must first look beyond mere symptoms into the deeper

ehavior of our economic system. We must also understand how a social system
presents signals that cause people to react in a counterproductive way. Only if
we clearly perceive the underlying causes can we avoid such superficial responses
as those so far taken in the energy situation,

Concern about the so-called “‘energy crisis”’ implies a fear of too little energy
for the future. Therefore, the problem tends to be identified as failure of the private
sector to supply enough energy; and the solution is seen in the form of govern-
;xlllent. taking an active role to supply more energy. But things are often not what

ey seem.

A. What 13 the energy problem?

The energy problem is not meaningful in isolation from other issues. Do we
have an energy problem or a political problem that prevents us from adjusting to
changing situations? Is 1t an energy shortage or a population excess that is generat-
ing unachievable demands? Is energy price the problem or is it inflation from
trying to live beyond our means? Is it an energy problem or a bank stability
froblcm from the rising financial claims being acquired by the OPEC countries?

s it an energy problem or an agricultural problem as we use more energy to
mechanize food production to pay for still more imports of energy? Is the energy
shortage responsible for unemployment, or has toa much energy caused energy
and capital equipment t. replace labor?

The perceived energy problem arises from expecting less energy in the future
than we used in the 1960s and 1970s. So there is to be a change in energ}' avail-
ability hetween the past and the future. But what does the change mean? Is it too
little energy in the future, or too much in the past?

We have just lived through three anomalous decades. In the recent past
energy consumption per capita has been higher than ever before in history, an
probably higher than ever again in the future. But human memory is so short that
we (llmve accepted the recent aberration of excess energy as being the normal
condition.

During the oil and gas era that is now drawing to a close, energy has bheen
available in too great a supply and at too low a price. Even today, after the price
of energy has increased, gasoline sometimes still costs less than water. Oil is brought
from the Middle East, refined into gasoline, trucked to the corner filling station,
and put in an automobile for less than the price of a gallon of local spring water at
the grocery store. In fact, in real terms (defiated dollars) and after recent price
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increases, gasoline today costs about the same as in 1955. In real terms, the price
of gasoline declined by almost half from 1955 to 1970 and has in the last few years
risen to resume its former position in the price structure.

For several decades, oil had become more and more easily available. Man has
allowed himself to be misled by nature. The low cost of energy has seduced Western
civilization into an extravagant use of energy and substitution of energy for other
inputs to economic activity. Pressurized reservoirs of petroleum and natural gas
have flooded us with energy and have encouraged usage rates that cannot long
continue. Easy availability, wide distribution of energy supplies, and low costs
of procluction have induce(iexcessive substitution of energy and capital equipment
for labor. The result has become an internal imbalance in patterns of living and
production.

B. Imbalances involving energy

The “‘energy problem” im]ilies imbalance between available supplies of energ{
and expected rate of usage. Imbalances can mean too little energy or too muc
demand. But how can too much demand develop?

High demand is induced for any useful commodity that is almost free. Here
lies the basic cause of the energy dilemma. Energy is deeply imbedded in all
processes of a modern society. Energy trades off with and affr ts almost everything
clse. Availability of increased energy, resulting from the . .-zovery of oil, has
distorted the internal balance of both economic and social affairs.

Cheap ecnergy has favored home designs that substitute eneriy consumption
for thermal efficiency. Insulation has been reduced and more heat consumed.
Houses have been spread across suburbia, necessitating increased transportation.

Low-cost energy for transportation has encouraged concentration of manu-
facturing with wide-spread cross-shipping of products. Regional self-sufficiency
has been reduced, and industrial complexity increased.

Inexpensive gasoline has caused highways and trucks to replace energy-efficient
rail transportation and has caused manpower and capital equipment to be drawn
into the infrastructure of gasoline stations and auto repair shops.

Readily available encrgy has encouraged capital-intensive agriculture. Machines
have displaced labor from farms to swell unemployment in cities. People believe
the U.S. has high efficiency in modern agriculture, but efficiency exists only in the
sense of output per man in the field. l%_v many other measures, agriculture has
become less efficicnt. Some five calories of energy now go into American food pro-
duction for each calorie of food eaten. The agri-business sector has become a low-
efficiency converter of petroleum calories into food calories.

Inexpensive energy has unbalanced not only the economic system but also the
social system and polities. Energy has made large social institutions possible.
But large institutions dwarf the individual and generate social alienation. Large
institutions seem to require a counterbalance from large government, and political
power becomes concentrated. .

The imbalances that have arisen from an excess supply of energy now permeate
homes, businesses, social structure, and government organization. Such im-
balances are not static. They have been decades in the making. Their correction
will take time. The imbalances are dynamic with changing and recurring patterns.

C. Long ware of capital construction

Recurring economic psatterns include the familiar 3-to-7-year business cycle,
but I believe another recurring economic pattern is far more relevant to a dis-
cussion of energy. It is the long wave in the economy, which is also known as the
Kondratieff Cycle.

The long wave provides a historical perspective for todays’ energdy picture. As
we contemplate a shift away from oil-driven economies, we should realize that
several times in the past, major changes in energy sources have been successfully
navigated. Energy from wood burning was replaced by energy from coal. Coal as
the principal fuel was replaced by oil. Now we come to a move away from oil.
Changes in energy sources have been accompanied by changes in transportation,
agriculture, the technology of manufacturing, and the pattern of living. I believe
major social and technological changes are part of the economic long wave.

he Western, market-driven, industrial economies have experienced long
waves in economic growth. Long waves are spaced at intervals of 45 to 60 years.
Fach long wave starts with some 30 years of active capital construction; then
expansion of capital plant continues during a decade of over-building to a point of
substantial excess capacity; next, capital construction declines during a decade
of economic depression while the old capital plant is depreciated and worn out;
and finally, a new wave of rebuilding begins. I Lelieve the great depressions of the
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1820, 1890s and 1930z, were low pointsin the long wave I believe we are now at the
peak of the present long wave. Such a long-wave peak foreshadows substantial
‘reduction of economic growth in the next two decades,

A long-wave peak marks the end of a technological era The collapse in capital
construction that follows such a peak eventually opens the door to major changes
in technologyv. The decade following a peak is a time in which to use up old capital
plant, to test and demonstrate new methods, and to choose substantially different
social and economic patterns for the future.

In our research on economic behavior at M.I.T., we have been drawn into
-examining the economic long wave through our work on the System Dynamics
National Model. The National Model represents the physical and human processes
that are to be found in uny national economy. The model replicates the policies
and structure that cause the unfolding progression of economic changes. Such
a model brings social and economic structure into the laboratory where the relation-
ship of policies to hehavior can he identified.

The completed National Model will contain 15 industrial sectors, such as con-
sumer durables, capital equipment, energy, agriculture, and building construc-
tion. Each industrial sector of the Model is constructed to represent a typical
business firm in that sector of the cconomy. The Model represents production
processes in comprehensive detail, and acquires the many inputs to production on
the basis of inventories, prices, costs, order backlogs, growth rate, marginal pro-
-ductivity, liquidity, profitably, return on investment, and regulatory restraints.
Each production sector of the Model contains a full accounting system that
handles accounts payable and receivable, generates a balance sheet and profit-
and-loss statement, pays taxes, and computes indices of financial performance.
The market clearing function, which balances supply and demand, responds not
only to price but also to availability of output product. This availability, or
delivery delay, corresponds to market behavior in the real economy, where many
prices change slowly and supply and demand are partially balanced by allocation
and delays in filling order hacklogs.

The first energy sector, this one representing fossil fuels, is now being added to
the System Dynamics National Model. Energy is produced in the energy sector
of the Model from a depleting base of natural supply that increases the cost of
exploration and recovery. Energy as energy, energy prices, payments for energy,
and energy availability all circulate separately in the Model. Energy is a factor
of production in all sectors and is an input to utility in the household sectors, The
Modiel handles both the supply and demand for energy and, through the produc-
tion functions, allows energy to interact with other factors of production so that
tradeoffs between factors like energy, labor, and capital can take place. .

In contrast to most other models dealing with energy, the System Dynamics
National Model contains a ful! coupling to generate the effects of energy supply on
cconomic activity as well as closure from economic activity to the demand for
-energy to drive the supply side. When needed, other kinds of energy sectors not
based on depleting supply ean be included, such as high-capital-investment sectors
based on solar or wind power. Policies affecting energy prices can be evaluated be-
;iu~t(* ]energy and its price are fully interconnected with other variables in the

odel.

In similar detail, the Model contains a labor mobility network for the movement
.of people between sectors, a banking system, the I'ederal Reserve, household-
consumption sectors, a government sector, and a demographic sector. Such a model
is a translation into computer language of the knowledge people have about or-
ganizational structure and operating policies surrounding their daily activities.!

Few people suspect the degree to which the puzzling complexities of business
cycles, unemployment, depressions, and inflation arise ?rom interactions between
well-known and well-understood parts of-the economic system. When a simulation
model is constructed from policies, organizational structure, and physical proc-
-esses that would be familiar to any businessman, the model produces the same
troubling modes of behavior experienced in real life. Actual economic behavior is
puzzling, not because of insufficient information ahout the parts of an economic
system, but beeause, until recently, it has not been possible to show how weli-
understood parts interact to produce the haffling behavior of the whole system.

We did not undertake the National Model for the purpose of studying long-
wave behavior. But when we assembled a eonsumer-durables sector along with a
scetor that produces capital equipment, we found *hat the Model exhibited strong

1 For a more complete description of the System Dyaaimics National Model see “The
:System Dypamics National Model: Understanding “oclo-Economic Behavior and Policy
Alternatives,” by Jay W. Forrester, Nathaniel J. Mass and Charles J. Ryan, Technologlical
Forecasting and Soctal Change, vol. 9, Nos. 2 and 2, pp. 51-68, July 1976.
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fluctuating growth and collapse in the capital sector with about 50 years between

eaks of ecapital output. After we analyzed the reasons for the 50-year mode of be-
Eavior in the National Model, we concluded that the underlying assumptions in
the model still seemed reasonable. Then the literature on the long wave was re-
reviewed and compared with behavior of the National Model.

Literature on the long wave, or Kondratieff cycle, is filled with debate and con-
flicting assertions. Economic evidence has heen interpreted differently by different
observers. Until recently, there has been no cohesive theory to explain how an
economic pattern spanning a half century could be systematically and internally
generated. Because no theory of the long wave existed to show how the many as-
pects of reality could fit into a unified pattern, controversy was unavoidable.

We believe the National Model now provides a theory for how the economiec
long wave is generated.? The process involves an overbuilding of the capital sectors,
which grow beyond the capital output rate neceded for long-term equilibrium. In
the process, capital plant throughout the economy is overbuilt beyond the level
justified by the marginal productivity of capital. Finally, the overexpansion is
ended by the hiatus of a great depression during which excess capital plant is physi-
cally worn out and financially depreciated on the account books until the stage has
been cleared for a new era of rebuilding around a new mix of technologies.

Long-wave bhehavior, as revealed in the National Model, seems to explain
many things now happening around the world. Current economic conditions are
much like those that the National Model exhibits at a peak of the long wave. At
such a peak one should expect a decline in new capital investment, rising unem-
ployment, a leveling out in labor productivity, high interest rates, rising prices,
falling return on investment, increasing amplitude of business cycles, and reduced
innovation from maturing of the current wave of technological advance. Such
conditions indeed fit today’s situation, Similar conditions last occurred in the
1920s at the previous long-wave peak.

What does the long wave mean for the energy debate? It means that a historical
precedent exists: at least twice previously our industrial society has made a
major shift to a different source of energy. It means that a change in energy is
not the only technological change to be expected in the next 20 years: in other
industrial fields the current technology is becoming fully exploited and in many
industries growth will slow down while entirely new technologies are woven into a
very different unified pattern for the future. It means that the rapid growth in
energy usage, as experienced in the last three decades, would have slowed anyway,
even if there had heen no energy crisis: the long wave produces its own pause in
growth during which the stage is rearranged for a future based on new technologies.

D. Low-level policies in energy

To understand better our present energy frustrations, T turn now to the way
social systems lead people into adopting ineffective policies. From our work on
modeling corporations and economic systems, we find that most policies have
little effect. Furthermore, people are usually drawn into attempting action through
those very policies that have low leverage.

A low-leverage policy is one that the system itself counteracts. A low-leverage
policy induces forces that oppose the intent of the policy. Such low-leverage
policies are adopted because they appear to be directly related to the symptoms
of difficulty. But the low-leverage policies fail to remove the original causes of
the problem. In fact, low-leverage policies, while attempting to suppress symptoms,
often strengthen the underlying causes of the symptoms.

The energy situation is a classic example of adopting counterproductive policies.
The policies so far progosed by the President and adopted by Congress address
svinptoms, not causes. In doin]%‘ so they worsen:

- Our dependence on OPEC;

Inflation;

Our balance of trade;

The value of the dollar; and

Our future freedom of action as we sell to foreigners our hotels, corpora-
tions, and farm land to pay for oil imports.

Symptoms.—The energy crisis appears as not enough energy to fill the old
demands. But insufficient energy is not a eause; it too is a symptom. The energy
imbalance is a symptom of abnormally low energy prices in the past that have
encouraged unnecessary consumption. The energy imbalance is also a reflection
of past governmental policies that favored the use of energy rather than people.

t For a more complete discussion of the theory of the long wave a3 manifested in the
System Dynamics National Model see, ‘‘Growth Cgeles” by Jay W. Forrester, De Economist
(The Netherlands), vol. 125, No. 4, pp. 525-543, 1977,
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Energy vs. labor.—FEnergy prices have heen held artificially low. As a result,
-energy has heen substituted for other factors of production and utility. By con-
trast, the use of labor is heavily taxed. Income tax, Social Security tax, and payroll
tax are taxes on lahor,

Salaries and wages must be high enough that an employee can pay the taxes
that are levied on him. An employer can avoid paying the taxes on lahor by not
employing people. Employers operate with strong tax incentives to substitute
capital equipment and energy for labor. Government has created incentives to use
energy instead of labor. Partly as a result of such distorted governmental policies,
we now have an energy shortage and high unemployment.

Conflicting motivation.—Governmental encrgy policies thus far adopted are
self-lefeating because they establish conflicting motivations. Congress has legis-
lated energy conservation policies while maintaining incentives for continued use
-of excessive energy. Use of energy is involved in almost every human decision.
The important energy decisions occur in turning off lights, heating an unused room,
living in an unnecessarily large house, joining a car pool, choosing an automobile,
moving to the suburbs, deciding how far from work to live, choosing manufactur-
ing processes, designing products, and centralizing industry in a way that uses more
transportation. By maintaining low energy prices, government is encouraging
energy use and undermining legislation aimed at energy conservation.

Ineppropriate policies.—The policies thus far proposed by the President and
passed by Congress are inappropriate for the role of government. The effort has
been to legislate detailed control over ?rivate decisions and economic choices.
A national government cannot successfully juggle a variety of tightly interrelated
actions throughout the country. Government management of all production and
use of energy means sweeping intervention in personal affairs. Government con-
trols are not a suitable mechanism for making each of the multiplicity of detailed
decisions that establish the balance between energy and other social and economic
actions. So far, legislation has been activist in form in which the Government does
the research and development, pays tax incentives for home insulation, enforces
conservation, designs automobiles, and moves toward providing energy. But a
more effective role for government policy would be to establish ground rules that
induce individual and corporate creativity toward long-term solutions. Govern-
‘ment will be most effective acting as the referee while others in the economic
system provide the action.

Complexity.—A complex array of policies becomes self-defeating. Complex
policies cannot be understood. They often appear contradictory. If of the activist
form, government policies require a huge bureaucracy for enforcement. When
-criticized for not having an energy policy, Secretary Schlesinger was reported in
the press as responding with pride that 132 different initiatives had heen submitied
to Congress. But a country cannot focus on 132 different policies. Each is seen as
.a small matter. Each person sees most of the policies as applying to others.
Hundreds of government regulations cannot be comprehended, yet even hundreds
are still insufficient to reach into the remote corners of the economy where the
-energy balance is decided,

- E. A high-leverage policy for energy

Effective policy should be simple and should radiate strong motivation to all
sectors of the economy. A high-leverage policy must address underlying causes.
It should produce consistent motivations in different sectors of the economy.
A high-leverage policy should set a broad framework within which individual
freedom and initiative will be self-directed toward the common good. A governe
ment policy should be simple, understandable, easy to interpret, but even so
should have pervasive influence.

Heavy tax on oil and gas.—A very heavy iax on oil and gas meets the require-
ments for a high-leverage policy. To avoid imglosing an additional burden on an
~ .economy that is already taxed at a dangerously high rate, a tax on petroteum-based

-energy must be fully compensated by reducing other taxes.

Compensating reduclion tn income taxes.—An oil and gas tax must not be allowed
to increase total taxes on the economy. The tax should not become an excuse for
hifher government expenditure. The tax should not be used to support energy-
related govemment progran.s hecause that would defeat the objective of shifting
-energy decisions away from government and toward consumers and businesses
in the private sector. Revenues from a high tax on oil and gas will be substantial
until use of oil and gas are reduced. To be politically acceptable and to avoid an
increased total tax load on the economy, the oil and gas tax should be fully cora-
‘pensated by a tax reduction elsewhere. The only tax stream big enough to com-
bensate is the income tax. A $20 per barrel tax on oil would substitute for more
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than half of the total collected in corporate plus individual income tax. With a.
very substantial reduction of income tax, a high tax on oil should become politi-
cally acceptable.

Increastng employment.—A high tax on oil and a corresponding reduction of
taxes on people should reestablish a more favorable balance between use of energy
and use of labor, Energy-conserving work, such as insulating houses, would become-
economically feasible. Demand would rise for labor-intensive goods and services-
while demand would fall for those with high energy content.

OPEC already taring.—A heavy tax on petroleum is not a new idea. In fact, it
has already been implemented by others. OPEC is now taxing our use of oil. The-
high price of oil does not represent cost of production. The OPEC price is a tax
to raise revenue, It is also a tax to restrain demand and to save oil for the future
needs of the OPEC countries. The OPEC tax is lowering the U.S. standard of
living by giving OPEC a claim on our output of food and goods, creating foreign
exchange problems, and jeopardizing stahility of the dollar.

Recovering the initiative from OPEC.—The United States should be able to take
the initiative away from OPEC. If the United States and other consuming coun-
tries were to levy a high enough tax on oil and gas, the OPEC countries would be-
less able to do so. OPI%C countries are dependent on the sale of oil to sustain their
present economies. If they let price plus tax rise too high, demand will fall. and’
they will not be able to pay for irnports on which they have become dependent. A
U.S. tax should be able to divert revenues back from OPEC to the U.S. domestic-
economy. It should reduce OPEC claims on U.8. domestic production of goods
while at the same time correcting internal imbalances between energy and labor.

Effectireness.—A tax on petroleum energv, if high enough, would motivate-
conservation of petrolenm. The price umbrella thus created would also motivate
private development of alternative energy sources. A tax on petroleum at the-
well or the dock would be easy to administer, There would be nothing complicated
to defy understanding,

Gradual increase in tax.—No one can predict how high the price of oil and gas
must be to induce a sufficiently vigorous response in conservation and in creating -
alternative supplies of energy. Also, time is needed to take the required actions.
Probably the best procedure would apply the oil and gas tax in steps to test the
degree of response and allow time for the economy to adjust. But time is of the -
eszence. A decade appears much too long for initiating effective action. A best
compromise may be to increase the oil and gas tax at a rate of $5 per barrel-
equivalent per year until it becomes clear that the necessary responses are oc-
curring. At a high enough tax on oil and gas, conservation will be encouraged. The -
argument that higher prices will not discourage use is, in effect, to say that a par-
ticular price is not yet high enough to motivate action. OPEC has levied a tax of -
some $10 per barrel on oil. Much talk has resulted but not enough reduction in
usage has occurred. The required tax rate apparently must be substantially higher.
An additional U.S. tax of $20 to $30 per barrel of oil or equivalent in gas may be -
required. When the price of energy from oil and gas hecomes high enough to cause
people to change their consumption and living habits, incentives for conservation
will have permeated society.

Noninflationary.—A high tax on energy that is fully halanced by tax reduction
elsewhere would be noninflationary. Through favorable effects on balance of
trade, value of the dollar, and domestic employment, a high tax might even lower -
the pressures that now sustain inflation.

liminale price controls and excess profits tares.—An oil and gas tux should be
accompanied by elimination of price controls and excess profits taxes related to -
energy. Price controls will not be needed if the tax is high enough to reestablish
balance between supply and consumption and thereby maintain active competi- -
tion. Excess profits taxes are detrimental in the long run because they genalize
efficiency; ““excess profits’’ will likely be absorbed in unnecessary costs rather than
being paid to the government.

Proposals to tax “excess’” profits overlook the role of profits in attracting fi-
nancial capital and human skills to areas of economic need. Profits must be higher
in energy than in other sectors of the economy long enough to accelerate develop- -
ment of new energy sources. Higher profits will increase competition and soon
force down prices and profits.

Proponents of ‘“‘excess’’ profits taxes have tried to drive a political wedge be-
tween the public and the oil companies. Although the oil companies have often
acted in ways that shake public confidence, they are, nevertheless, the institu- -
tions that are supplying our energy needs. Total combined profits of all oil com- -
panies are comparable to the budget of the Department of Energy, yet the oil.
companies, not the government, are supplying the energy we use.
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It is strange that we let fear of a profitable solution to the energy problem stand
in the way of any solution. The U.S. willingly pays windfall “‘excess’’ profits to
the OPEC countries but seems to find intolerable profits to American companies
that would find their way into taxes, higher wages, stockholder dividends, and
reinvestment in America.

Encourage allernative energy sources.—A high price for energy from oil and gas
would provide the price umbrella under which the private sector could develop
alternative energy sources. The present under-pricing of oil and gas stifles private
initiative to move toward new kinds of energy, and expensive and inefficient gov-
ernment research and development programs are made to appear necessary. A
gas and oil tax would encourage throughout the economy a diversity of new energy
sources. Most alternative energy sources become feasible at prices around $30
per barrel of oil. Oil and gas at a sufficiently high price will quickly induce numer-
ous private-sector responses to create new energy supplies. Alternative energy
sources are available for development on scales over the entire industrial spectrum
from small businesses to major corporations.

Political acceptability.—A proposal for heavily taxing all uses of oil and gas
must be accompanied by answers to political 1esistance. The principal objections
will probably be based on doubts about personal hardships and inequities. But
hardships from a tax should be less thun hardships from not taxing. If an oil and
gas tax is compensated by reduction in other taxes. the total tax load remains
constant. Prices for other goods and services should decline relative to energy.
The cost of living need not be affected. Eergy and products with a high energy
content would rise in price. But products with a high labor content would fall in
price because of the reduced taxes on labor. There would be a shift of incentives
toward conserving energy but there should be no increase in hardship. To the
contrary, the standard of living should rise as we reduce OPEC claims on our in-
dustrial output and increase the opportunities for employment.

I have been fascinated by reactions of people to this proposal for a high tax on
petroleurn products. On June 1, 1977 I testified alon% these lines before the Sub-
committee on Energy and Power of the U.S. House of Representatives Commerce
Commiittee. I had expected strong disagreement. To my surprise, most members
expressed personal helief that such a move was necessary and in time must he
taken. But, they said, how would they explain it to their constituents? Since that
time, I have made the proposal to a wide cross section of those constituents.
Almost all agree. But, they say, how would they explain it to their Congressmen?

We may have arrived at a point where the public is ahead of its leadership.
People want a fundamental solution that is good for the long term. There may now
be a majority who want decisive and effective action while at the same time each
person thinks he is alone. When an invisible majority exists, only leadership and
explanation is necessary to crystallize opinion behind a high-leverage policy that
will simultaneously yield energy conservation and new energy sources.

Senator GrAvEL. Thank you very much.

I have one question. First, I would like to place the statement in
the record, by Senator Durenberger, who had to absent himself,

[The prepared statement of Senator Durenberger follows]

STATEMENT BY THE HONORABLE DAvVvE DURENBERGER

Thank you, Mr. Chairman. When President Carter announced on April 5th
his plan to gradually decontrol the price of crude oil commencing June 1st and
ending on September 30, 1981, he said that decontrol now was necessary to: re-
duce consumption and encourage conservation, decrease imports from OPEC,
increase domestic production, strengthen the dollar, and enhance our national
gecurity.

How’éver, on April 23rd, the President seems to have shifted his emphasis from
these laudatory objectives to an entirely different set of laudatory objectives.
Now, the President appears most concerned that a windfall profits tax be en-
acted so that an Energy Security Fund could be established which would provide
low-income assistance, enhance mass-transit improvements, and increase long-
term energy research and development programs,

Given that decontrol is going to produce additional revenues for the producers—
and there is some dispute as to how much money that will actually be—the single
most important question we must resolve is how do we as a society, as the people's
chosen representatives, want to control and dispose of that income.
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1 believe that low-income assistance, mass-transit improvements, and increased
energy research and development are essential. But I also believe that we must
produce more energy now. We must %rovide as broad a base of alternative sources
of energy as quickly as possible so that we will have a competitive marketplace
for energy, Consumers have a right to be able to choose amongst competing sources
of energy, for only then will we see a cap to the ever-increasing costs of energy.

My main reservation about the President’s plan is that if we end controls on
prices without significantly increasing the available supply of energy, then we
consumers will continue to be hostage to the OPEC cartel, and we will have
greatly increased prices—for what?

There are a number of other questions which I believe should be asked and
answered before we in the Senate are called on to cast a vote for which tax plan,
if any, we will support. In reviewing the data provided by the Administration
and various other sources, a number of important issues are unclear, and I hope
that our witnesses today will be able to provide suitable answers.

A few of the more critical questions include:

How much extra groduction will result from decontrol? Will it be 500,000
gallons per day—CBO, or 1.5 million—DOE? How much conservation will there
be? Using CBO figures, the marginal increase in oil which will become available
because of reduced demand and higher production will cost American consumers
$107 per barrel. Is it worth it? How much will imports be reduced? What effect
will a windfall profits tax have on production and consumption? What effect
would a plowback provision have on production?

Another basic question I have is just what is the cost to the consumer going to
be? 1 have heard Mr. Schlesinger say it will be $80 per year, Senator Kennedy has
said it will be $300 per year, and others say it will be $500. Originally, Mr. Schles-
inger said it would cause a gallon of gasoline to cost another 4 cents. Just two
weeks ago, he said it will cost between 5-7 cents per gallon more. That is nearly
a 1009 increase within a week, and the program has not even started yet.

It is absolutely essential that we be able to quantify the costs and ben=fits
much better than has been done so far. And we must then communicate this infor-
mation accurately to the public so that they will be able to judge just who, if
anyone, is getting ripped-off or ‘‘plowed-under.”

It is also my belief that both the costs and the benefits of decontrol should be
as equitably distributed as possible so that no one part of the nation, or no one
part of society will either bear more than their fair share of the burden, or benefit
more than they are entitled.

Finally, we need to be absolutely satisfied that decontrol now is still necessary.
We have seen how the oil companies profits have leaped ahead of last year’s gains.
Do they actually need the additional revenue to find that next incremental barrel
of 0i}? Are we pursuing just more oil and gas, or are we truly seeking to expand
our total energy base, and reduce our dependence on other nations?

Senator GraveL. I wonder if anybody is familiar with what the
Mobil Qil Co. offers as a proposal. Can anybody speak to that?

Mr. FrRegMaN. Yes, we are familiar with the proposal made at the
Mobil shareholders’ meeting last Thursday. To summarize it very
briefly, essentially Mobil is suggesting that the windfall profits tax
proposal be put aside and that the decontrol of oil products be con-
centrated on new oil found.

Thus the issue of incentive would be focused on new finding and new
?xplt:lration. This distinguishes the oil already proved from oil already

ound.

From a business viewpoint Mobil’s Yroposal sharply focuses the
thrust of the administration’s proposal with regard to a windfall
profits tax on the issue of incentive to develop further domestic sup-
plies. As such, I think it would be regarded by the investment commu-
nity as favorable for oil companies with active exploration programs
and consistent with U.S. energy goals.

Senator GRAVEL. There is one charge nobody has spoken to which is
often repeated by oil companies who invest in other areas. At one time
one company was tryinf; to buy Ringling Brothers Barnum an
Bailey Circus, hotels, real estate, a department store chain.
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Mr. Freemax. If I may, sir, say one thing. I would like to read
into the record a response to your comment, something which appeared
in Fortune Magazine about a week ago. The columnist was hypothe-
sizing an imaginary press conference in which he was able to ask the
question you just asked to the President of the United States, only he
asked it in these terms:

Mr. President, you have recently referred several times to the nced for laws or
regulations that will force the oil companies to reinvest their profits in the oil and
gas business and prevent them from using the money to buy department stores or
circuxes, We have also referred to the enormous profits that are being earned in
the oil business,

Meanwhile, nobody isx talking about enormous profits in the circus business.
My question, sir, is why do you think we need regulations to force people to stay in
oil if it is such a gravy chain?

I would say, sir, in dealing with our clients and assisting them, as
investment bankers, any transaction which represented a diversifica-
tion of investment out of oil, required a judgment by management as
fiduciaries to protect the invested capital of their shareholders. Threats
to the future profitability of oil required them to place small per-
centages of their capital in other industries. In the last 2 or 3 vears, it
has heen no more than 5 percent, according to our calculations of
total capital expenditures.

Senator GraveL. Thank you.

Mr. Carisox. If I may refer the chairman to my testimony, page 19,
we have the figures he is referring to, the small proportion ol’ invest-
ment that has occurred outside the oil industry. Also referred tois the
fact that those investments have never brought down those invest-
ments in relationship to income. They have always exceeded income.

You are tulking about a small amount, not really taken from income,
because the amount of income, even more than the amount of income
they have received, went into investment in their own industry.

Even these figures are overstated, because it does not take into
account the investinent in other oil companies that the data could not
sort out. [t only took into account of investing in their own companies
versus investment in other companies,

Senator GraviL. Thank you.

Feel free to join in on any question if one feels he can add something.

Senator Chafee.

Senator Cuaree. Thank you, Mr. Chairman.

1 found the chamber testimony, on page 1, very discouraging when
you say we expect decontrol to increase U.S. energy production by the
equivalent of 1 million barrels a day by 1985.

Now, as [ understand it, we are using 18 million barrels a day in the
United States and importing 9 million. So to increase, to go to de-
control and thereby increase U.S. production by 1 million barrels a
day seems to me to be a very modest achievement.

My question to the other members of the panel, particularly those
from Salomon Bros, who testified earlier, concerns theidea that greater
profits means greater exploration; greater exploration means greater
production.

How do you square that with production only going up by 1 million
barrels by 1985, 6 years from now?

Mr. Cartson. I would be pleased to start the conversation. I
frankly sce that one-half of the return from decontrol being increased

46-559—79——17
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proiduction, a little more than half coming from additional conserva-
tion. That is a rather significant increase, to have production provide 1
million barrels a day and conservation provide 1.2 million as early as
1985.

As you allow more time to occur, you have more of a chance for
people to bring additional production on line. Also taking into account
that this is conservative compared to some of the other testimony,
because it assumed that OPEC prices would only go up with world
inflation and not faster.

Of course, during the last 5 months, we have seen that that assump-
tion would not likely hold in the future.

Mr. Corr. Senator Chalee, in responss to your question, let’s go
back to the comments we made about oil being added given recent
investment activity.

In the first place, you are raising the price of oil in conjunction with
the recent rise in the price of natural gas. To the extent oil and gas
are joint products, you have to look at the net increase in production
of both on an oil-equivalent basis and perhaps look at the conservation
elfects on the same basis,

In the process on the demand side, there could be some substitutions
away from oil to gas.

Recent past experience in terms of productivity of investment by the
petroleum industry indicated on page 10 of our testitnony suggests
that 1.3 billion barrels of crude oil were added to U.S. oil reserves and,
in addition, 10.6 trillion cubic feet were added to proven gas reserves.

Combine that together and you get an equivalent of 3.6 billion
barrels of proved reserves a(hle(f‘.'

We suggest that the response mechanisms on supply are a little
higher when you look at the numbers on an oil equivalent basis. At the
same time, when you factor in the equation on conservation, I believe,
as Proflessor Forrester has indicated, we might possibly be under-
estimating the direct and indirect impact of the higher energy prices.

In turn the positive impact on our economy of adding to supply
hecomes enhanced bhecause of substitution of J)omestic oifequivnlent.
lor [oreign oil.

Senator CHArEE. Do you agree that decontrol would only add a
million barrels a day by 19857

Mze. Corr. No, sir. I do not think you can be that precise nbout it.
I think we ure more optimistic if you look at more recent productivities
and assume we can be as efficient in the past as perhaps in the future,
which may be a questionable assumption hecause of the rising cost of
finding oil and gas. It really depem‘s on what this administration is
woing to do in terms of allowing higher oil revenues.

If you are talking about total decontrol without tax, that is one re-
sponse. If you are talking about decontrol with tax, you will get a
lower response in terms ol investment.

Senntor CHareg. Dr. Carlson assumed that we expect decontrol to
increase U.S. oil production by the equivalent of a million barrels per
day. That seems modest to me; for all the huffing and pufling and work
we are doing to only achieve that, percentagewise, it is a 10-percent
increase in domestic production.

My, Corp. It depends on whether he means decontrol with the tax
by the President, or decontrol without tax? 1 think you would get a
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much higher response without a tax, as indicated in our paper; you
would get a much higher response in terms of capital spent iooking for
oil which infers, given past productivity on investment, higher yield
in oil capacity and perhaps oil equivalents added to proved reserves.

Senator CHAFEE. I am not sure what your answer is. You think it
would be perhaps more, is that it?

Mr. Coppr. Yes, sir.

Mr. CarisoN. To show the comparison, the figure I gave was pro-
duction. The figure on reserves that was just given was given at
S years at a million barrels a day, so the difference here being reserves
in" the ground and how soon do you get them into the production
process? That takes some time, so that would be the comparison be-
tween the two.

Senator CHAFEE. The next question I have, on page 10 of your
statement, Mr. Copp, you point out that in 1978, it was one of the
most active drilling years in U.S. history and oil reserves were discov-
ered. Now it seems to me that the opponents of your proposal of no
tax would say, what are you complaining about lack of incentive?

Apparently there is enough incentive under present controls to make
1978 to be one of the most active drilling years. That seems to contra-
dict the prior testimony we have. The first testimony of Mr. Wallace,
indicuted that there is an abundance of surplus of oil drilling equip-
ment. He said, “The market is soft,” I think.

Mr. WarLLack. I think I said drilling was down some 20 percent
since the 1st of the year, primarily due to uncertainty about govern-
ment energy policy.

Senator CHAFEE. Yes. Let’s stick with Dr. Copp. Here we have had
had all this activity in 1978. Apparently there is incentive there, is
there not?

Mzr. Copr. There certainly has been incentive in the area. As I indi-
cnted before when you are drilling for oil, sometimes you might find
gas. The surge in drilling that occurred, 1 believe, in 1978 to a large
extent followed on the heels of higher prices for natural gas. ‘This is
borne out by the fact the average depth of wells drilled during this
period tended to increase overall for new, exploratory wells; it indi-
cates that oil producers, in response to higher gas prices, were trying
to find gas becnuse gas is generally found at deeper «epths than oil.

This, to a large extent, explains the surge in drilling activity.

Now, to carry the question to the next step, you say, why 1s the rig
market soft today?

I would submit that there are two very good reasons right now that
it soft both of which indicate that the price mechanism works in hy«ro-
carbons. By raising the price of new gas greater resources were al-
located to look for gas and in turn a lot of rigs were built to accommo-
dute the higher spending levels. The fact is, we found a lot of zas. In-
deed, we have a slight “bubble” in gas supply.

This gas is attempting to find outlets in interstate markets. .\t the
present time, it \\'il} tuke awhile to do so, depending on government
policy on industrial uses of gas.

However, on the other side, uncertainty with respect to domestic oil
prices and how much of a return producers will earn has been a factor
contributing to the caution and slowdown in the rate of drilling ac-
tivity in certain areas.
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Most of the soft rig condition, onshore, is due to the gas bubble con-
dition. You have wells in Oklahoma and Kansas producing at 20 per-
cent of capacity. All this indicates to us the response of supply to
price. Our argument is that if you allow higher oil and gas prices, you
will get more reserves of oil and gas.

Mr. Freeuax. Senator, perhaps it is not necessary to dwell in ex-
cessive length on the fact that even under the current complicated
regulatory apparatus, new oil is the most favored oil and therefore, the
incentive is still to drill and to find that new oil.

Senator CHaFEE. Thank you.

Senator GraveL. Dr. Forrester, would you like to make a comment?

Mz, ForresteR. I agree wholeheartedly with the importance of in-
centives in the next decade for the production of more domestic oil and
gas. § believe these hearings, the public press, and most of political
discussion underestimates the potential for solving the energy problem
through energy efficiency and energy conservation.

[t will only be if we take some steps to raise energy prices to the
consumer that we will get decisions for turning off lights when they
are not being used, doing a reasonable amount of car-pooling rather
than having so many automobiles on our highways carrying only one
passenger, und also beginning to put in the capital investment that
will save energy.

I have been looking at figures recently on conservation. Also, I
have been talking to a very large financial institution that has billions
of dollars available to invest in conservation activities because they
think it will pay off when the energy price gets up to the level that it
ought to be. '

And there are technologies that will save a tremendous amount of
energy. Home heating by the burning of oil ix tremendously inef-
ficient in many of our localities compared to the energy efficiency of a
heat pump. .\ heat pump requires capital investment. Although a
homeowner tends to prefler a fuel cost even if continuing over future
vears than a present substantial capital investment, this is a matter
of incentives and some major changes in energy consumption can be
accomplished without adversely affecting our standard of living or the
cffectiveness of our economy.

I think we are so underpricing energy that we simply are not pro-
dueing the incentives toward either outricht conservation or the
efficient use of energy. .\nd even with the present situation, energy is
not significantly different in real terms from what it was in 1955.
Energy went down and it has been coming back up in price, but it
has not yet gotten a great deal above where it was in 1955, when in-
flation is taken into account.

Looked at another way, we do not pay any more for a gallon of
vasoline today than we pay for water il you go to the gorcery store
and buy spring water for «rinking.

Energy is absurdly inexpensive and as long as we have such a
distorted incentive structure, we are going to be paying out to foreign
producers a tremendous revenue stream that we do not need to.

Senator GRAVEL. Senator Baucus.

Senator Baucus. Thank you. 1 believe Senator Boren is under a
time constraint.

Senator Borex. I really appreciate that, Senator Baucus.
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First of all, I want to compliment those who have testified this
morning for helping to bring issue into focus. I could not agree
more with some of the comments that Professor Forrester made here
when he said that in comparison to the task in front of the Nation,
the so-called excess profits tax is merely a diversion.

I would further agree with your statement that the whole discussion
and focus unfortunately has been a matter of political expediency
rather than a fundamental approach to the energy challenge facing
this country.

We have heard talk here about ripoffs. We have heard a lot about
the ripoff of the American consumer. To me, the biggest ripoff of all
would be if we asked the American consumer to pay a substantially
higher energy price and then get absolutely no more energy production
in return. That would really be a ripoff and a sacrifice of American
consumers. If we teke away in taxes what the consumer pays, we are
not going to get any more energy in return, and we will siphon off
capital which is badly needed to get more energy. The more we take
that higher price away and put it into something that will not pro-
duce more energy, the more we are ripping off the consumer.

I believe that the people of this country are smart enough to know
that if we just use higher gasoline prices as an excuse for higher
taxes which do not provide more ener%)roduotion, it would be the
biggest government tax ripoff of the American consumer that ever
ggcurrecfad , and a very unfair one, in terms of the sacrifice that was to

made. -

Let me follow Senator Chafee’s question. Let’s use some rough
figures here. We are at 19, let us say, close to over 19 million barre
per day consumption—Ilet’s use 18 million as a round figure. Nine here
and importing nine.

Using the examples given in the Chamber’s testimony, if we have an
increase in production by a million barrels a day domestically, we
could reduce that 9 coming into 8. We would increase the domestic
from 9 to 10.

Then if we had an increase of conservation effectiveness, another one
point something in simple numbers, we would end up at the end of this
period of time, 1985, producing 10 million barrels a day here, and
) lmi)orting 7, which is better than 9 and 9, X

think what Senator Chafee is saying, is “I sure wish that we could
do a lot better than this if we are going to go through all this effort.”
What if we want twice the effect, producing 12 here at home, in
equivalency and importing only five. It may not all be oil, it might be
shale; it might be liquefaction. It might be alternate sources of energy.
Or say we wanted to have four times the effects or three times the
effect and virtually end our dependency, reaching energy independence
over 15 years altogether.

It seems to me that there is only one way to do that. We must
generate more capital. I think Senator Chafee’s ents are very
good and this proposal does not 'ﬁ? far enough, It does not generate
enough capital in this country. That decontrol alone does not go far
enough to produce all of the energy we need, is certainly not an

ent in favor of the windfall profits tax. Quite the contrary.
at it is saying is that we are not generating enough capital by
decontrol, with or without a windfall profits tax to develop all the

46-559 0 - 79 - 18
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energy we need in this country, If you want to drill for oil or develo
smt etic fuel, it takes money. Let us suppose that we want to reac
thi %:ml and have twice the effect of the decontrol plan proposed
b{ the President with the tax. Let us say bg that 1985, instead
of having a million barrels per day produced here and a 7 million
imported we wanted to go to 12 or a 13, domestically produced
and are only importing 4 to 5 million barrels imported.

What, in terms of dollars, would that take? in other words, how
many additional billions of dollars of capital over and above the
present would be required?

I think we should be honest with the American people. We are
Eoing to have to raise capital to produce all the forms of energy and

ave more effective conservation. That costs money, too.

It costs money to build mass transit, improve homes and buildings
and all the rest of it. i

Can anybody give me an answer to that? I think that is what we
o:ﬁl};t to focus on and not waste the time of the American geople
calling names. We ought to see how much capital we need and who can
most effectively use 1t. I believe that the private sector can. Who in
the private sector and who in the public sector can best use it and for
what kind of research and development?

Mr. FrReemaN. My colleague, Dr. Co%p, is calculating. I think it
might be helpful to indicate one procedure which would help us,
Senator Boren, reach that number.

If you can accept the rule of thumb finding cost which we have
derived, and which we think it is a fair starting point, if you can under-
stand that the managers of oil companies have got to, as the saying
roes, man?e the bottom line, and pay attention to profits; if you
%urther understend that a dollar in exploration is a dollar less in
profits, unless you have a tax offset, then given a certain profit level,
and the cost per barrel of finding new oil, you could divide that into
the number of tax relief dollars and come up with the number of barrels
found with a given level of tax incentives.

Senator Boren. We may not only be talking about oil, but lique-
faction, or shale.

Mr. FreEMAN, Eve corporation I know of is faced with the same
problem, presenting a financial statement consistent with the objective
requirements of investors. It could be an oil company; it could be any
kind of other company. They would have the same question: to what
extent would tax relief offset the exploration expense and protect the
overall results of the company vis-a-vis the shareholders.

Senator BoreN. Let us say we are aiming, at the end of the century,
at energy independence. With all forms of energy put together. How
much further do we still need to go in increasing capital formation for
the whole private sector in order to achieve independence over what
the President’s proposal would do?

Mr. ForresTeER. The country is underestimating the potential for
capital investment leading to conservation. We are also underestimat-
ini the importance of capital investment for moving to energy sources
other than petroleum.

We cannot domestically produce our needs for petroleum forever
and cannot forever import problems without gro foreign ex-
change difficulty. Therefore, we are committed to adjusting to an
economy that can be self-sufficient internally in energy.
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We have vast coal reserves, I am pessimistic about shale—it seems
that the technology requires energy ettml to a barrel of oil to get a
barrel of oil. But we have other possibilities for energy. I read the
other day that geothermal energy is increasing at 18 percent a year.
There are other possibilities.

Solar has a tremendous potential, possibly even for high-quality
electric energy, if there is a real incentive. If we, or somebody else,
tax petroleum high enough—if we do not do it, OPEC will—there

ill be a price umbrella sufficient for the development of other kinds
of energy sources. . )

There is no shortage of either managerial skill or financial capital
to go into new energy ventures, if there is the potential for recovering
the investment. It will take a lot of development. It only requires
the reassurance that if one succeeds, he will be adequately rewarded.

I believe the energy problem is solvable about 60 percent through
new energy sources and 50 percent through conservation and efficiency.

Senator Boren. I apologize for asking for a figure but this is the
kind of thing Congress ought to spend its time trying to figure out.
On the order of magnitude, how much total capital is it going to take?
To what sources should we distribute this capital so we can reach
independence?

Is it safe to say if we had decontrol with no windfsll profits tax
we would still fall short of independence including all energy sources
Would we need three or four times more capital generated by the year
2000, on that order of magnitude, over and above the President’s plan?
Would that be fair, or would it be double?

Mr. Fornesrzr. The people I talk to suggest that alot of secondary
and tertisry rccovery is possible. There 1s active debate about the
possibility of huge gas reserves. We are never going to know, unless
there is an incentive to try.

The figures sug%lest that most of the so-called exotic ener%y sources,
solar and so forth, become attractive when energy reaches $30 a
barrel of oil equivalent. When we put energy prices up, there will be
a reason to develop other energy sources. I am convinced weé would
get new energy sources more quickly and more eﬂicientli through
~ market incentives in private enterprise than by putting the money
~ through the Department of Energy.

"~ Mr. Copp. Senator Boren, there are various ways you can approach
answering your question. Your question, in effect, is asking what is the -
investment yield at higher levels of investment in terms of oil and
gas? At the same time, looking over the next 5 or 6 years, you have
to keep in mind you are not talking about the cost of funding oil as
being a constant, or the cost of developing as a constant. There tends
to be a tendency in some studies to take as a beginning point a given
figure of cost-of-finding oil as a constant, and calculating the invest-
- ment requirements over time on that basis. That is completely
inaccurate and it is because of the uncertainty as to what the mmmﬁ
costs in the future might be that contributes to the uncertainty o

investment yield.

We are looking at more costly areas, areas we have no experience
in, no cost data in some of these areas, no cost data on drilling on a
massive scale in & number of wells, maybe a doubling or tripling of
effort, at depths of 20,000 to 30,000 feet.
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In that sense, we are talking about the unknown. So to say that if
1 s*)end three to four times this amount of money, I would get three
to four times this amount of oil?

Senator BoreN. I do not mean just oil.

Mr. Copp. And gas together. It simply cannot be done with any de-
gree of precision.

If you use the rule of thumb we have developed in our paper, at
least in terms of the revenues of $16 billion that would accrue to the
companies, for example, will add to supply and help to reduce im-
ports a little more.

The expected big gain is really in new oil. That is where the big
response 18 going to come. We can spend so much time, I think, in
the press and other places talking about this interim period of 2 years
when we have forgotten the fact that the oil business and the gas
business is one of long returns. Needless to say, look what happened
in Alaska. We found in 1968-69. It was 7 or 8 years later before it
finally got to the market.

I believe Mr. Chafee’s question relates to when can we get these
greater volumes of oil into the market where it then begins to back
out foreign oil. Considering the rising costs of finding and producing
and perhaps new policies in the Government, that we cannot predict
those developments wn:hnfrecision right now.

Senator BoreN. Thank you.

Senator GRAVEL. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

I am sorry. I did not quite understand your collective answer to
the question; I think it was what different incentives are nec
to double American ?production above 1 million barrels a day to 2
million barrels a day _

Mr. Hammar. I would like to say from our analﬁ'sis of the past, on
the traditional oil and gas exploration industry, there has been a re-
latively constant relationship between the money spent in constant
terms and the results of that effort in barrels of oil and gas.

The problem with the calculation is such that barrels of oil are
still the same, 42 gallon barrels that we have had throughout history.

The dollar side, on the numerator side, tends to reflect other aspects
of variables, inflation and otherwise.

If you will take 10-year segments—I think we have done that—you
will find the relation between the two are reasonably constant. There
is no absolute law that this goes on forever when you have a finite
source.

But I think, given the revenue, given the incentive and given the
cash flow, the money will be spent and that oil and gas will be found.

Asl_the price gets higher, other sources will occur and other energy
supplies.

e, incidentally, Mr. Chairman, mentioned John Winger. My first
association with the publication in the bank came in 1956 when we
estimated capital requirerents of the industry for the next 10 years.
And the number, which is indelibly impressed in my brain, was $1560
billion, which, in all our minds, was a factor of three times, I think,
three to four times what had been spent in the previous 10 years.
It all impressed us as a number that is economically and realistically
unattainable.
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In retrospect, we went back and found that the number, for various
reasons, was essentially—the closest assessment I think we ever made,
$114 billion.

The point is, in looking ahead, the numbers tend to loom large in
respect to the kinds of numbers we are using today, thinking that
today. Nonetheless, the effort has to be made and the results of that
effort will be what the results will be.

But it has to be an additional supply of oil and gas as well as
involving other technologies. I think that the history of the industry
has been that estimates ahead tend to be conservative; that once
somebody decides to go into a new area or try something new, the
results of that, as technology develops, tends to be more productive
than what we thought previously. There is a natural tendency.

So, for that reason, I think that when you asked about what might
happen in a given year, againr was we mentioned, the time lags are
tremendous; it is difficult to say. But I think a direction could be
established, and the direction couid be up. If it is a million barrels or
more and rising, this has an effect on the economy of our country as
well as the attitude of OPEC and others that we have established a
direction that is positive and the effects are becoming apparent.

Senator Baucus. Dr. Carlson, your statement, conservation in-
‘creases as imports reduce, is that entirely with redegulation, but also
assuming the President’s tax?

Mr. CarusoN. Deregulation by itself. The windfall tax would
reduce the production side from domestic sources. Consequently there
would be more imported oil than if you had straight decontrol.

Senator Baucus. I take it, then, that all of gou on the panel are not
in favor of any tax along with the progosal of deregulation?

Mr. FREEMAN. Senator, if I may address myself to that, we started
out by talking about objectives. If the objective is to maximize the
rate of new energy production in the United States in the shortest
possible time period at the least cost, we have found no credible
alternative toward continuing to fund adequately the exploration
programs for oil and gas in the United States by companies who have
proven that they can find it.

On that basis, to the extent that the tax would have an inevitable
. downward effect on the money available for exploration, the question
then becomes will the diversion of those dollars to Government coffers
produce more energy faster at a lower price.

Senator Baucus. Do you recommend any actions in the other
direction? You agree that there should be no tax. What additional
incentives do you recommend? :

Mr. FreeMan. If you have before you the financial data which
accompanied our testimony, you will see that the first two lines per-
taining to cash flow and capital expenditures tend to track one another
pretty closely. Indeed, on the average, a company spent $1.13 for
every dollar of retained cash flow.

Putting myself in the gosition, if I may, of a policymaker at the
government f;vel, I would want to be sure that cash flow grows fast
enough for exploration programs o develop new reserves. i

When the efficiency of the exploration starts to decline as evidenced
perhaps by a sudden extreme rise in the cost of new reserves, you might
think again about rediverting those dollars to somobody who can find
new energy faster and cheaper. But until that candidate emerges, this
looks like the best bet.
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Mr. ForresTER. We make a mistake in trying to dig into the facts
rather than the process because the facts are very slippery. The aver-
age cost of exploration will vary 5 to 10 to 1 depending on the skills
used in applying the money.

Estimating dollar values is helpful background, but it is the social
and technicsl process we ought to look at. The present process tells us
that there are not enough incentives to produce energy and to save
energy and therefore we are led into our present difficulties.

The correct program is to devise a process—I made a suggestion in
my testimony—that keeps increasing th- incentives for more petro-
leum, for more energy from other sources, and for efficiency and con-
servation, until an energy balance is reached.

Conservation is not using energy you would like to use. Efficiency is
getting the same result with less energy.

So the emphasis, I think, should be on the process of raising incen-
tives until a balance is struck.

Therefore, to raise the incentives for efficiency and conservation
and for oil production and for production from other energy sources,
the only thing that we will reach into the billions of decisions that
involve the use of energy and the hundreds of thousands of decisions
that involve the production of energy, is going to be something that
people understan(& in the way of pricing and profits. The Government
just cannot reach into all of those details. It is literally impossible.

We ought to focus on the process rather than on the figures, which
are slippery at best. Even the people who generate the figures are not
sure of them. They have to be tried out in practice before one can
know. They cannot be settled by debate. We need to go down the road
of generating incentives that affect what everybody does.

Senator Baucus. I think that is correct.

I am struck a little bit with the presentation this morning in that it
seems to be confined pretty much to the oil industry not to oil conser-
vation, other forms of energy. Also, the testimony tends to be some-
what applied to the near term, the 1980’s and the 1990’s.

Senator GrRAVEL. I think that was our fault. When they were asked
to testify, we asked them to testify on the President’s proposal.

Senator Baucus. I understand that. I was curious, nevertheless,
to what degree any of your conclusions and recommendations might
change assuming the scope of the kinds of energy production that
might be available, and also the long-term savings in 15 or 20 years.

It seems to me if—I am not saying that this is true, but if—de-
cisions made today are focused only on petroleum and only on the
next few years and if we are able to, in some way, ascertain what we
should be doing if we broaden the scope, to me if there is a divergence
between the two, we should ask ourselves to the degree we can how
our present analysis may change or broaden the scope.

r. FREEMAN. Senator, perhaps this is a partial answer to your
question. Our firm acted as an informal adviser to the Department
of Energy for the solvent refined coal process which the Deﬂartment
of Energy was extremely enthusiastic about. We were looking for-
ward to a 10-year timeframe with the active cooperation of electric
utilities and one oil company producing and testing this fuel.

Unfortunately, budgetary constraints caused the program to be
canceled, and the efforts are now stopped. I think we are now faced
with the problem of transition.
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Whatever we are able to work out, whether it is wind or tide power,
solar power, or any of the various technologies that we have heard so
much about, and some of which are now in the pilot stages, we still
have the problem of getting from here to there. Xnd, having been in
a situation last winter when our house was out of oil for 2 %iays, my
wife’s complaints seemed to go on forever. Those 2 days were very,
very long. We are concerned with transitions.

Senator Baucus. It is complex. I am bothered by two points. We
should begin to be thinkin% about other resources. Second, I am a
little disturbed that deregulation seems, in the short term, to be at
the whim of OPEC. The deregulation which will be the market price,
which will be the OPEC price. Is that a correct a.ssumption?

Mr. CarLson. Yes.

Senator Bavucus. Do you see any problems in taking the market
price as the OPEC price?

Mr. CarLsoN. I think we have focused on crude oil, but all ener

rices are going to be affected by the decontrol that occurs in the

nited States. Coal will, too. You are having a repeat of Federal
price controls impacting adversely on the economy again. Again, in
Appalachia as you did at the end of the fifties and sixties when we
had price controls on natural gas below what the market would pro-
vide and coal would have been produced in Appalachia. Consequently,
we had recession conditions.

With crude oil prices being put up, coal is going to be more attrac-
tive and there is going to be considerably more investment in the
coal and crude oil industry and any other energy sources.

It seems as though it will have a pervasive effect really, across all
engrgy, not just crude oil that we have been talking about primarily
today.

Sefmtor Bavcus. I understand that. I wonder what the ramifications
are of having the market price as the OPEC price?

Mr. Copp. You have to remember, we are importing now 50 per-
cent of our requirements. The bulk of this oil is high-quality crude oil.
I think, if anything, the proposals on new oil by the administration
of $16 a barrel plus inflation are totall%rnout of date and irrelevant for
- the kinds of crude oils and kinds of refining capabilities that we have
" in this country. Our refineries need, by and large, sweet crude oil of

better quality. Yet we are comparing the difference between the
foreign price and $16 Plus inflation, when in fact the landed prices
today on the market, if you are going to buy a barrel of sweet crude
anywhere in the world today, would cost you anywhere from $20 to
$23 a barrel, which is well above what the administration is pro- .
posing as a starting point. )
So, in effect, we are faced with a proposal that does not recognize
. the realities or requirements of the situation today.
It seems that the more efficient way to respond is to provide higher
Erices here quickly, suddenly, and in massive doses and not tax those
igher prices and let the system work.

e saw the best example I could give of that in the gas situation
where the system did not respond very quickly, rapidly, much more
ra.glidly, perhaps, than some of the oil companies were anticipating.

he fact is, we have not tried it. We always talk ourselves out of
allowing the price to go up to appropriate levels,
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Mr. ForrEsTER. The anomaly on this ener& situation is the un-
usually low cost of production of oil in the OPEC countries. That
gives us this peculiar political stress. If it cost them as much to produce
oil as it costs us, I think a lot of political problems would go away.
We would begin to realize that energy is simply becoming more
expensive, that low-cost energy is & part of our history, not our future.

OPEC is testing our ability to produce energy. They are raising
the grice. They do not want to price themselves out of the market
or they will be in trouble. They are testinﬁ our pricing system by
their actions and we are giving the game to them through our actions.

Senator Baucus. I think that is true.

Could you give me a rough estimate between the production costs
on an average basis that OPEC pays to produce compared to the
United States?

Ml: ForresTER. Some of my colleagues could give a better figure
on that.

Mr. Corp. It depends on what country K;)u are talking about. It is
the same concept that exists in terms of higher cost incurred to get
more oil. The Eroduct.ion costs differ (.iramaticall}' in Venezuela or
Ecuador than they would in Saudi Arabia, Iraq or Iran. The low-cost
producer is Saudi Arabia.

The production costs there on existing fields have varied anywhere
from 25 cents to 50 cents, depending on location. With respect to U.S.
E{olcliuction costs, they vary anywhere from $2 to $3 a barrel, and

er. .
nator Baucus. Thank you.

Senator GRAVEL. Senator Chafee. .

Senator CHAFEE. I just have one guestion. I find the increased price
does not necessarily result in reduced consumption. Certainly, as far as
gasoline prices go, I think it may be true if lfou §et to the dramatic
increases suggested by Dr. Forrester’s $20 a barrel. i

So far, there has been little indication that the American public and
foreign automobils drivers, for example, really reduce their consump-
tion because of higher prices.

That seems to be suggested also in the statement by Mr. Wallace
and the Chase presentation, where you say on page 3, only minor
import savings and decreases of oil consumption, can be expected to
occur due to conservation.

And I suppose it is true, as was mentioned, that the increase in prices
of gasoline has not been that dramatic with inflation and, of course,
with reduced consumption. I saw a Ford’s Co. survey indicating that
you are driving 10 mHes at less cost than you were in 1955.

That is, if you are driving a Honda Accord, or a car of greater
efficiency than that.

I just came back from Athens. The streets are jammed with auto-
mobiles and gasoline is close to $2 a gallon.

Do you agree with that? Of course, Dr. Forrester’s cure would be
far more severe and probably would work.

- Mr. ForresTeR. There is a range within which price has a minor
effect. That range, is where the price is low enough that it does not
really matter. We are still in that range. Even yet, the cost of gasoline
is a minor part of the cost of owning an automobile. But there is some
place where price begins to matter.
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While indeed there will be a lot of screaming as price rises, geople
demonstrate by their continued usage of excess energy that they do not
cﬁ.ro about price until it reaches the point where patterns of usage
change.

Mr. CarisoN. Let me comment in terms of past studies. If you look
at the changes we haye had in the United States in the past, 1t is true
that price increases do reinforce additional conservation by measure-
ment, Jorgenson’s measurements and others. )

It is true it is not dramatic. For every 1-percent increase in price
after 5 or so years, we get 0.3 percent of the quantity consumed.

While you are getting some benefit from the price increase, you are
also having an income increase. When incomes go up a lot, our people
use energy a lot more, and the sensitivity to an income rise in the use of
energy is fairli,r close.

Consequently, the income rise is offsetting the price effect you have.
If you did not have the price increase, your situation would be worse.
So you take the benefits wherever you can get them.

he only alternative is to put people’s incomes down, and they
would consume less energy.

Senator CHAFEE. Let me try another one on you.

There is some suggestion that the OPEC nations can reduce their
production as our demand for oil decreases, yet keep their prices
constantly high—no matter how much they sell us, their gross would
be the same.

In other words, the Saudis, for example, could turn down the tap,
increase the price, and they would come out the same, and save their
resources for the future. That seems to me what is happening.

Mr. Corp. Senator, that is true. If you run the numbers, you can

enerate z revenues at 8.5 million barrels a day f.o.b. price at $14.545.

educing that to 6 million barrels a day, and raising the price accord-

ingly can generate the same total revenues that is because of the
current sellers market in oil and the inelastic demand for oil.

However, there are very few countries in OPEC that could have the
luxury of reducing their production on a long-term basis, with the
exception of the Saudis, Kuwaitis, and perhaps Abu Dhabi. None of
the other OPEC countries are in a position to reduce production
deliberately in size because of their requirements within their own
countries for funds for their own economic development programs.
They require even greater revenues to provide for the programs they
have established for their countries.

Senator CHAFEE. That is the question. If they can increase the
price, they come out the same.

In other words, if the Venczuelans reduce the amount they sell but
th%})rice constantly goes up, they are just as well off.

r. Corp. Even with higiler revenues many of these countries are
still in the markets borrowing money to have the fuuds required for
their total needs.

Senator CHAFEE. For erample?

Mr. Corpp. The Indonesians, Algerians, Venezuelans, Ecuadorians,
the Nigerians——

Senator GraveL. The Saudis have a problem, too.

Mr. Corp. The Saudis are a different situation altogether. They
had a drawdown of foreign exchange in the first quarter of last year,
a temporary phenomenon that corrected very quickly.
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Mr. FREEMAN. Subject to those details, you are absolutely correct.
They are in the catbird seat, determining unit prices, in the type of
petﬁ'oleum market we now have. That market seems to be getting
tighter.

We have looked at these elasticity studies, and reasonable men can
reasonably disagree about their funding. It does not look like there is
a whole lot of price elasticity, We are saying, hedge your bet. Let
the price go up to market price. That will discourage some people
from buying more energy than they really need; but reinvest those
dollars in finding new enelfy. Do not divert them into other uses.

If you do, we may find ourselves with no elasticity and no new
energy; the worst of both worlds.

Senator CHAFEE. Thank you.

Mr. ForrESTER. Your statement about OPEC pricing is correct, as
long as we leave ourselves totally at their mercy and discretion. If we
maneuver internally so we do not compete with them, then they can
set price and take whatever reduction 1n usage occurs, and they can
do exactly as you say.

I believe we have open to us the ability to take away that initiative
and to totally reverse the situation that you imply.

Senator GRAVEL. If they are functioning in a cartel, let them act
like a cartel.

At one point, somebody gave a figure with the realistic situation in
ricin%‘of oil today that the impact of the present proposal is to take
rom the existing situation the $1.70 in additional tax on a barrel of

oil. Is that correct?

Mr. WaLLacke. That is correct.

Senator GrAvEL. When the President first came out with the pro-
posal, I was elated that we were going to see the regulation. In private
meetings with people at the White House, I was surprised at the re-
luctance or lack of enthusiasm that we are going to deregulate. That
is the solution. Let us go forward. None of that back up to that de-
cision. In fact, just to the contrary. We are going to deregulate, and
there was a lot of grumbling.

I was equally surprised with the rhetoric the President used in his
appearance. I thought it was a great disservice to a part of American
industry.

Now, as a result of today’s testimony it is apparent that somebovtéy
thought of a plan within DOE and sold it to the White House. We
have tried everything else. Rhetoric, at the time, calls for deregulation.
In response we are presented a scheme where you can say it is dereg-
ulation, while, in point of fact, it is continued regulation of a more
onerous kind.

I think, gentlemen, you have rendered a service to this committee.
It is very sad that we have a house full of press and media when we
had the administration spieling out, and had imperfect data. When
we had documented presentations like this the quantity of press has
substantially diminished.

I just want to commend you for your service to your country and
to tile Congress in helping the policy of this country, helping the
intelligent policy of this country.
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Senator Baucus. _

Senator Baucus. Just one quick request, please. )

Dr. Co% , You mentioned the difference in production costs that
various O] countries experience compared with the United States.
I wonder if you mlfht provide for the record a complete set of records
showing these production costs to the degree that they are available.

Mr. Corp. 1 am not privy to the production costs in all of the
countries in detail, so that it could be totally useful. I could give you
some rough guidelines from public sources that might be helpful.

Senator Baucus. Thank you.

[The material follows:]

In response to Senator Baucus' request for information regarding the differin
costs of finding and developing oil and gas in the Middle East and Far Eas
versus the United States, I am providing some recent public estimates from May
1979 “Petroleum Qutlook’’ report of John S. Herold, Inc.

Methodologies differ widely over estimating cost functions for specific countries.
I would surmise that the previous 5-year finding cost in the United States is
below the Herold estimate of $4.06. Expected future finding costs, the relevant

in these policy considerations on energy, are likely to be well above the $4 rate.
The attached figure provides the Herold 5-year averages.

$4.06 United States

$2.45 Canads

$1.48 VWestern Europe

$1.27 Africe

OIL FINDING & DEVELOPMENT COST
PER BARREL

90§ Far East
88¢ Free World Avg. 1974 through 1978
34¢ 8o, Au, & Mex,®

18¢ VYenexzvela

12¢ Middle East

l L1 1 1 2 1 | 1 |
efxcludes Venezuela $1.00 $2.00 $3.00 $4,00 $3,00

Source: dJohn S. Herold, Inc.

Senator GraVEL. Thank you.
The subcommittee stands adjourned. )
(Whereupon, at 12:35 p.m., the subcommittee adjourned.]
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MONDAY, JUNE 11, 1870

U.S. SENATE,
SuBcoMMITTEE ON ENERGY AND FoUNDATIONS,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:40 a.m. in room
2221, Dirksen Senate Office Building, Hon. Mike Gravel (chairman of
the subcommittee) presiding,

Present: Senators Gravel, Long, Boren, Dole, Wallop, Durenberger,
and Chafee.

Senator GRAVEL. The hearing will come to order.

This is the third in a series of positioning hearings on the adminis-
tration’s poli%y with respect to deregulation and the establishment of
an excess profits tax.

Our first witness today will be Mr. Charles Blackburn, executive
vice president, Shell Oil Co., on behalf of the American Petroleum
Institute.

Mr. Blackburn, please 8roceed.

Mr. BLackBURN. Mr, Chairman——

Senator Long. May I make this suggestion at the beginning? Put
those charts up here so everybody can see them.

All right, sir. Go ahead.

STATEMENT OF CHARLES L. BLACKBURN, EXECUTIVE VICE PRES-
IDENT, SHELL OIL CO., ON B.HALF OF THE AMERICAN PETRO-
LEUM INSTITUTE

Mr. BLackBURN. I am sorry to say I am not able to stay for the
full hearing this morning. I have a series of appointments beginning at
10:30. T am delighted to be here with the time that I have.

We believe the administration’s decontro! program is a significant
and necessary step to move our Nation toward sound solutions of our
most serious energy problems. The gradual removal of Government
controls on crude oil prices will provide eventually many benefits to
the American consumer and the American economy.

There is no doubt that additional petroleum supplies can be pro-
duced in the United States. Shell’s assessment of the U.S. oil and (Fas
resources, assuming continued improvement in technology and a
favorable economic climate is shown in chart 1.

Total production of oil and gas in the United States t- date repre-
sents about 50 percent of the total amount that ultimately will be
produced. Of the remaining unproduced oil and gas resources, about
45 percent has been discovered and 55 percent is yet to be discovered.

(269)
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We estimate that there are 60 billion barrels of oil and 305 trillion
cubic feet of gas yet to be discovered.

In addition, we estimate that there are about 20 billion barrels of
oil recoverable through enhanced recovery methods.

Phased decontrol will provide incentives and capital to stimulate
more drilling and production. The historical record shows that every
time there has been an increase in oil prices, there has been a major
increase in drilling activity.

Chart 2 illustrates this historical relationship baiween the real
price of crude oil and the number of wells drilled in the United States.
During World War II, oil prices were frozen at prewar levels. When
controls were removed in 1947, the real price of crude rose and as a
result, drilling rose even faster.

From 1959 to 1972, the real price of crude oil declined and drillin.
declined even more. In 1973, the a,vera%e price of oil turned u_pwar§
because of the effect of world prices on U.S. prices. This price rise has
stimulated increased drilling activity.

Senator Lonag. Let me get this straight. At the rate that we are
using oil and gas right now, how long do you think that will last the
Nation, figuring in new discoveries and enhanced recovery?

We are using about 18 million barrels a day of oil and only produc-
ing half of our requirements. We are producing our requirements
with gas, as I understand.

At the rate we are using it now, how long will that last the country,
if we are providing our entire needs domestically?

Mr. BLackBURN. And we do not discover any new oil?

Senator Long. I am assuming you are talking about the oil you
think that we can discover and the gas that you think can be discovered.

Can you give me an estimate as to how long we can last in this
Nation and get by producing our requirements, if we can find it all
and recover it all?

Mr. BLACKBURN. Yes, sir. Let me do a little quick arithmetic.
Let us assume we will use about 20 million barrels a day because of
increase in demand, 20 million barrels a day, somewhere around 7
billion barrels a year, or thereabouts.

We have reserves, as you can see there, of about 30 billion barrels
of oil. We estimate future discovery at 60, enhanced recovery at 20,
so that is another 80, or total of 110 billion barrels.

It would appear, then, on the basis of flat production, if we were to
produce the full 20 ourselves, that looks like it would be somewhere
around 110 divided by 7, 15—15 to 20 years.

Now, we are not producing 20 million barrels & day. We are pro-
ducing 10. You can double the flat production. What will happen, of
course, would be if oil could be gotten and produced over a longer
period. It would decline slowly.

Senator L.ong. At the rate we are using it now, it would last 15

ears?
Y Mr. BrackBurN. Yes, sir. If we produced it at that rate and ful-
filled our total demand domestically, which we are not capable of
doing at the moment.

Senator GRAVEL. It would be 30 years.

Mr. BLackBURN. ‘We are only producing half of it.

Senator GRAVEL. Thirty years.

Mr. BLACKBURN. At our current rate of production.
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Senator GrRAVEL. If we did not import another drop, if we maxi-
mized production.

Mr. BuackBurN. We are not capable of ra.i.sinil our production at
the moment. Ten million is all-out. That is as high as it can be at the
moment.

We have no shut in production.

Senator Lona. You think about 10 million barrels a day is as
much as this industry is capable of producing here—that is, o1l?

Mr. BLACKBURN. Yes, sir. I do.

What we think will happen is without any exploration of new oil
that the production rate at 10 million barrels a day will fall to some-
thing less than 5 million barrels a day by 1990, with no new activity
of any kind. It will go from 10 to 5, a natural decline.

When we talk about adding through new exploration and develop-
ment, we are talking about arresting that natural decline. Keeping
the production flat.

Senator Long. How about natural gas?

Mr. BrackBurN, Natural gas is forecast—again, with the activity
and production relatively flat, again the decline would be such with-
out any new exploration and development that natural gas production
is going to fall to less than half of what it is now, more rapidly than oil.

enator Lona. Suppose you provide incentive. What do you think
the incentive should be?

How long could we produce our requirements of natural gas at the
rate we are going?

Mr. BrackBurn., Well, we forsee that we are going to be able to
keep producing natural gas at least in the timeframe that we are
capable of forecasting, through the end of the century.

enator Lona. Through the end of the century?

Mr. BuackBurN, Yes, sir. Through that period because the de-
mand itself somewhat adjusts to the supply. There has been some
switching—people switching from natural gas to coal, switching from
natural gas to fuel oil. There has been some adjustment.

Senator Lona. Thank you.

Mr. BuackBurN. While it is impossible to calculate how many addi-

tional dollars will generate how many new barrels of oil, one thing is
~ certain—the supply of crude oil is positively related to price.
I might go back to the previous chart. I do not think I mentioned
it. You can clearly see that since 1973, the average price of oil turned
upward. You can see the effect on drilling activity very clearly on
that chart.

Chart 3 shows Shell’s forecast of increased domestic oil and gas
production, if all crude oil price controls were removed as of Janu-
ary 1, 1979, compared to production under continued controls. This
is comparing the situation of removal of controls with the situation
that exists today. We will continue to explore for it, and develop,
with what exists today. This is the input over and above that, wit
the removal of controls, )

Vglumes are expressed in millions of barrels of crude oil equivalents
per day. o

This chart indicates that the production response to crude oil price
decontrol to be around 1.5 million barrels per day by 1985 and con-
tinuing to grow throughout the forecast period.



272

This forecast assumes instantaneous decontrol and reinvestment of
the incremental revenue due to crude oil price decontrol. With phased
decontrol as Lgroposed by the administration, the production response
will be signi cantlgr less—approximately 600,000 barrels per day in
1985, less than half of what is potentially available to the Nation.

Chart 4 presents an historical pattern of reinvestment for the oil
and gas producing industry. This chart shows clearly that industry
activity is responsive to incentives and cash availability, since invest-
ment—as a percent of cash income—has been maintained at a high
level since the price increases of 1973.

In Shell’s own case, in the decade of the 1970’s, we have increased
our reinvestment in our exploration and production business from some
70 percent, up to 90 percent of our available cash.

nator Lonag. What is the CIAT?

Mr. BrackBuRrN. Cash income after tax. What is really available
to us.

Senator Lona. That is a very important thing.

Mr. BrackBurN. Not revenue. Cash income after paying expenses
and after paying taxes.

A dramatic example of the reinvestment process is Shell’s Cognac
platform. In 1978, Shell, as operator for a group of producers, com-
pleted installation of this platform, which is the world’s tallest at
1,100 feet, and heaviest, at 51,000 tons, steel drilling and production
piatform, in the Gulf of Mexico. This one project represents an invest-
ment of nearly $800 million.

I might say, our ability to estimate is not particularly good. When
we first thought about Cognac, the prospect, we thought the platform
might cost us somewhere about $60 million to $75 million. When we
originally ea(.f)proved the project, after acquiring the leases, the engi-
neers scaled that estimate to about $130 million. When we finished
building it, the final cost turned out to be $265 million. So we experi-
enced a little bit of shortsghtedness in our ability to estimate costs.

If one were to disregard the highly significant considerations of
national security, national economy, and international balance of
payments, there would still remain a further important aspect. This
1s the specific cost trade-off of imported oil versus domestic oil and gas
production. Thus the question 1s posed: What does the volume of
production added by decontrol cost the economy as compared to the
cost of importing that same volume?

Chart 5 shows the incremental cost of increased domestic sugply
resulting from crude oil instantaneous decontrol as compared to
imi)orting an equivalent volume of oil. ‘

might add that this study was made before the recent surge in
OPEC prices.

The panel on the left shows the specific cost trade-off of imported
oil versus domestic oil and gas production on an annual basis. The
revenues retained by the private sector—exclusive of payments to
governments—resulting from decontrol of crude oil prices and associ-
ated incremental oil and gas production, approximate the economic
cost of the incremental domestic oil and gas production on a current
expenditure basis. .

Alternatively, equivalent crude oil volumes could be imported
at world prices. Initially as the incremental domestic production
would be quite small, it would be cheaper—on a current expenditure
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basis—to import equivalent crude oil volumes rather than pay
domestic producers decontrolled prices.

However, the annual payments for imports would exceed the current
economic costs of the same crude oil equivalent volume of domestic
%lsznd gas production resulting from crude oil price decontrol after

The public would be paying more early on with decontrol than they
would if they were importing it. After 1984, they will be paying less
as we build up domestic supply. That is what that panel shows. The
bars on the left show what the public pays the oil company, you might
say, and the alternative, the black bars, importing from OPEC
nations.

The right panel uses the same basic data as in the first chart, but
shows the cumulative difference between the costs. In other words,
the plot reflects the cost of imports—black bar—less the cost of
domestic supply—white bar—on a cumulative basis.

You can see, we go farthest in the hole by 1984. After 1984, we are
paying less for domestic than we are imports. After 1986, it looks like
we are positive and as we go into the 1990’s we are very positive, as a
result of the decontrol situction.

Senator GRAVEL. Why?

Mr. BLAckBURN. Why?

Senator GRaAvEL. Why?

Mr. BLackBURN. Because 1.5 million barrels a day generated domes-
tically from instantaneous decontrol will cost the public less to find
and develop than the alternative of buying the 1.5 million a day from
foreign countries. That is what that curve represents: The cumulative
cost to the public.

It goes down to about $20 billion by 1984. That is what it costs the
public for us to develop our own production. After that point in time,
1t is cheaper to produce our own than it is to import it.

The annual outgoes and incomes are shown on the left.

Senator GRAVEL. Is this assuming an increase in import costs?

Mr. BLackBURN. That was before the recent surge. The assumptions
that went into imported oil at $15.25 per barrel escalated for inflation
from January 1, 1979.

Senator WaLLop. It does have a presupposition that you will be
able to find and produce that oil.

Mr. BLackBurn. It supposes with additional revenues, incremental
revenues from decontrol, will be reinvested by the industry and that
we will find 1.5 million barrels a day and develop it. Slowly, but by
1985, that will be the effect. )

Furthermore, by 1990, in addition to having produced this 1.5
million barrels a day, reached that production level, we will also have
developed about 5 billion barrels of additional reserves than we would
have otherwise, and will have that as additional inventory.

It does presuppose that we will te able to find and develop an
additional 1.5 million barrels a day. That is based on a study which is
based on extensive historical statistics about drilling rates. i

I have a report that I will file with the committee which is supportive
of the kind of numbers that I am talking about here.! .

Senator GrRavEL. Why would not inflation also agply to the existing
oil that you discovered during that period of time

1The report entitled “‘Economics of Domestic Crude Oil and Natural Gas Exploration
and Development 195976’ was made a part of the committee file.

46-559 0 - 79 ~ 19
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Mr. BrLackBurN. It would apply. We have assumed it would. We
have assumed that the industry would sell the oil it discovers and
p_r‘oduces at world prices, the same price assumptions as the imported
oil.

The industry revenues would be based on receiving world price,
and that the increment over and above the control situation we are
in now would be fully invested in this activity.

Senator GRAVEL. All right.

Mr. BLackBURN. The result of this crude oil decontrol would reach
an order of $30 billion positive by 1993, the last year of this analysis,
and should continue to grow. Very importantly, by 1993, there would
be 5 billion crude oil equivalent barrels of additional domestic oil
and gas developed reserves, over and above the present situation.

At this point, I would like to say a word about the profitability of
the oil industry as compared to other industries. Chart 6 compares the
oil industry net income, expressed as a percentage of stockholder
equity for the 10-year period 1968-78 with other industries. As can
be seen, the rate of return for the oil industry is in line with total
manufacturing and below other major industries.

In addition, a very definitive analysis has been made of the domestic
oil and gas industry. I have a copy of the analysis. It is labeled
“Economics of Domestic Crude Oil and Natural Gas Exploration and
Development, 1959 to 1976.” The data sources are listed in the report.

We can authenticate this even further. We have a number of
appendices and additional backt{x‘p material that can be provided if
you feel it necessary, to your staft.!

Senator GRAVEL. We would like to have that.

Mr. BLACKBURN. Yes, sir.

M. BrackBurN. I would now like to talk about the windfall profits
tax. I am opposed to such a tax because Treasury’s own figures indicate
that governmental entities would receive some 50 to 60 percent of each
additional dollar from decontrol without any additional taxes.

Further arguments that a tax is necessary because the industry will
po} use the revenues for additional energy supply are not supported
n {act.

The tax also ignores the sound business principle that revenue
should at least equal replacement costs. It is this last fact that makes
the tax counterproductive, because for each additional dollar paid
to Government 1n additional taxes, there is one less dollar spent on
expanding domestic supply.

urthermore, each domestic barrel of oil that is not produced
because of insufficiency of return to the producer represents an addi-
tional barrel of oil purchased {from abroaﬁ), and even though the price
})aid to the foreign producer might have provided sufficient deterrent
or production from domestic sources.

In other words, we would be in the position to be willing to pay a
foreign producer a price that we would be unwilling to pay a domestic
producer, even though that choice is detrimental to our balance of
payments and is otherwise punitive against our own economy.

! Materlal attached to prepared statement of Mr, Blackburn.



275

Mr. Chairman, I do not believe that there are any so-called un-
earned profits. Those who calculated potential windfalls have lost
sight of the fact that average statistics do not adequately describe the
situation in the oil field. A tax that seeks to qromote someone’s idea
of equity would, in fact, severely penalize wells in the stripper cate-
gory, marginal wells, and enhanced oil recovery projects with high
operating costs.

Furthermore, the concept of subjecting newly discovered oil, which
is oil developed at today’s costs, to the so-called OPEC tax is tanta-
mount to the permanent imposition of a domestic crude oil tax.

Continuation of control would do just the opposite of the direction
that we should be going, if we are ever to achieve an ability to reduce
our energy costs.

We must be taking every step to cause this country to be less
dependent on imported supplies of oil. All domestic energy policy
should be examined with this point in mind. Directionally, new taxes
will increase our dependence on OPEC.

To sum up, decontrol of domestic crude oil pricing will provide
additional supplies of oil and gas. This will move our Nation toward
sound solutions to our most serious energy problems and provide
eventually many benetits to the American consumer and the American
economy.

Thanﬁ you very much.

Senator GrRAVEL. Could you furnish for the record, you gave us
some figures showing roughly about $70 million for that platform that
escalated to $265 million.

Do you have any statistical data showing the increase that you
experienced in the cost of searching for 0il?

r. BLACKBURN. Yes, sir,

For the industry, it is included in this report.

Senator GRAVEL. I do not know if you had a chance to see in this
morning’s paper the increase that was experienced with respect to
synthetic crude costs?

Mr. BLackBURN. Yes, sir. I read it.

Senator GRAVEL. And the charge by some that the companies just
do not want to go into it because they are making more money in
what they are doing now.

Could you comment on the first part of that article?

Mr. BrackBurN. Well, there is no question that the estimates of
producing synthetics have increased, the costs have increased. In our
own case, I can talk about specific things.

We, at one time, bid and acquired in partnership with other com-
panies a lease in Colorado for shale oil. We, along with our partners,
paid some $60 million for the rights to develop the shale oil.

A couFIe of things happened. The technical costs of doing it rose
materially from our previous estimates. The environmental hurdles
were insurmountable; that is the right word—the ability to get per-
mits to do that project, to get past all the environmental restrictions
and regulations. It turned out to be an insurmountable situation.

We subsequently surrendered our interest in that lease to our
paii'ltiners. We assigned it to them and wrote off our share of the $60
million.
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I think what that would say is that we had every resolve and every
intention to get into that business. We found, for a couple of reasons,
that we were not able to in that particular instance.

We are also involved in investing in some tar sands projects. These
turned out to be in Canada where the major tar sangs are. We are
participating in a $150 million steam drive in situ recovery project.

We are contemplating the participation in what will turn out to be
in 1978 dollars, somewhere between $3 billion and $4 billion for
125,000-barrel-a-day tar sands mine. )

Woe are still a part of a group of corpanies that are looking at it.

What I am trying to say, our desire to get into the synthetic busi-
ness is strong. I personally believe that synthetics are going to be the
longrun solution to many of our problems.

he costs have gone up.

The first time engineers do anything, they have a strong tendency
to underestimate the costs. The costs have gone up, that is true—
estimates of costs.

There is & concern that exists, of course, once you get these projects
in, that OPEC will cut the oil price. There is that kind of concern.

I do not think the oil companies are holding back. There are a lot
of other problems associated with this also. The conversion of coal to
gas, environmental difficulties to overcome.

The shale industry has environmental difficulties to overcome.

Il_would like to make another point, one that I forgot to make
earlier.

When we talk about the 60 billion barrels of potential resource in
the long term, one of the points I would like to make is that half of
that estimated oil is in our frontier areas, Alaska and the offshore of
Alaska. We are not getting very rapid access to it.

The lease sale schedules we are confronted with do not give the oil
industry very rapid access to the exploration and development of
those potential Alaskan oil finds. It is conceivable that we have a
Mexico situation. There is one lease sale area with high potential
scheduled in the next 5 years.

Senator CRAWFORD. Is that the Beaufort Sea?

Mr. BLACKBURN. Yes.

Senator GRAVEL. Only one scheduled?

Mr. I?LACKBURN. One high potential sale area scheduled in the next
5 years.

Senator Lona. They are settling an area up there the size of the
State of California.

Senator GrRAVEL. Twice that size.

Mr. BrackBurn. I find that distasteful.

Senator Long. Frankly, we need that energy out there. You would
think we could get people to go up there and make friends with the
polar bears, if they had to.

Senator Lona. People can be very friendly to polar bears.

Mr. BrackBuRrN. Particularly in the development of the shale
oil industry it is going to take some legislation to handle the environ-
mental considerations.

Senator GravEL. The point you make, sir, with the one sale, as I
recall the area in question, what would be your inclination? Bristol
Bay would be in the water. You would have to get permits on refuge.

1 Almost concurrently with this hearing, Secretary Andrus announced a revised draft
lease schedule which includes some additional Alaske-OCB sales.
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Have you had any success in getting permits in refuge?

Mr. BuackBuUrN. I am not aware of any.

Senator GRAVEL. Neither am I.

Senator Lona. One or two things concern me. One of them is that
the situation in the world market is dgoing to get worse. Ambassador
Schmidt told the President, and told the press, and told some of us
individually, that he expects that the price of world oil will quarduple—
increase fourfold. He said it is very simple how that is going to happen.
There is nothing to hold it down.

You are totally at the mercy of the exporting countries, and they
have mutual interests in raising the price.

Now, you are speaking for the American Petroleum Institute and
that has a lot of economic power. Those companies produce about,
I should think, over 70 percent of all the oil we are producing, do
they not?

Mr. BLACKBURN. Yes, sir. That is a good approximation.

Senator Lona. All right. That speaks for most of the capital that
private enterprise has available. The Government is not drilling.

Your people are looking at alternative sources, I am sure; are
they not? _

Mr. BrackBurN. Waell, yes, sir, we are. As I mentioned, we tried
shale oil. We are doing a lot of enhanced recovery research.

Do you mean alternatives to oil and gas? We are working on solar;
we are working on coal.

Senator Lona. I am talking about the American Petroleum Institute,
not just Shell.

r. BLaAckBURN. Yes, sir; alternative sources are being worked on.

Senator LoNa. Some of the companies have pretty big budgets. For
example, Exxon has a larger budget than you have to work with.

Mr. BrackBurN. They have more money than we do.

Senator Lona. They are a bigger company; they have more money.

What concerns me is that we ought to be trying to make this
Nation energy-independent. To do that, we will have to be producing
a huge amount of energy from these so-called alternative sources.

We are %oing to have to be developing shale. We are going to have
to make a lot of energy other than just burning coal in a boiler. We are
Eoing to have to make a lot of gasoline out of coal and we are going to

ave to go ahead with developing other sources.

1YVhy cannot the API tell us how it could be done and what it would
take?

My impression is that the Arabs, especially the Saudis, do not want
to seﬁ us anymore oil; in fact they are inclined to cut back on what they
sell us now. If the price is going to quadruple, you can understand why.

They have a finite amount of energy.

What can you tell us about the views of the American Petroleum
Institute on the potential of America’s becoming an energy-inde-
pendent Nation again?

Mr. BrackBurN. Well, the short-term outlook for that is not good.
It is a question of degree.

We are going to become a relatively more independent Nation
as far as energy is concerned. The long-term outlook is attractive.

We have the energy resources in this country which, if pggperly
utilized, can put us back to being energy-independent again. We are
running out of time in which to do it very quickly.



278

We have 400 billion tons of coal reserves, or some enormous number
that I can never completely remember, but we have a lifetime, or
several lifetimes, of coal supply.

What is going to have to ge done, we have to do a better fOb as a
Nation in resolving the conflicts that arise between the development
of energy sources and the environment. There is always going to be a
conflict. We have to do a better job of resolving those conflicts.

Senator Long. You are going to require an incentive a little more
favorable to the producers.

Mr. BLackBugN. Those in the United States may want to entertain
the idea. I do not want to be trying to tell the Congress exactly what
th(g should do.

onceivably, there is legislation needed to help resolve some of these
environmental conflicts we find ourselves in.

I think for the utilization of even more coal, we have problems. For
straight utilization of it, strip mining regulations are a problem; a
whole synthetic gas industry which may arise from coal. You can
make synthetic gas from coal. That is going to have a number of
eixvironlmental aspects to it in terms of mining the coal, transporting
the coal.

Given that, it might be conceivable to make the synthetic gas; you
still have to mine the coal.

The shale oil industry is certainly locked up with environmental
problems.

Senator LoNu. Let me ask you one other thing: Do those Japanese
cars.?use the same kind of catalytic converters we use on American
cars

Mr. BLackBURN. I do not know.

Senator Lonag. It seems to me that somehow we need to get a more
efficient way to burn gasoline in the engines themselves. Exxon, as
you know, has said they have a development that would save about
10 percent, just by making better use of what we have in operating
electric motors.

f’I‘o Wha;!t extent do you think the answer is just making better use
of ener,

Mr. BrackBurn. There is no question that part of the answer lies
in that. Our long-term forecast, for example, for gasoline demand is
for the Nation to use less gasoline in the 1980’s than it uses now, be-
cause the cars are going to get more miles per gallon. In fact, the
Congress has mandated that they get more miles per gallon. Before
they manufacture cars, they have to give us more mileage.

’[yhe result is, we will use less gas in the 1980’s than we do now
That is & very favorable outcome.

Conservation is an extremely important aspect of the whole thing,
but we are not going to solve the total problem with conservation.

Senator Long. Did your people take a look at this automobile that
gets 84 miles per gallon?

Mr. BLAckBURN. No, sir; not to my knowledge.

Senator Long. They had it up on é'apitol Hill a while back.

Mr. BLackBURN. I am not familiar with it.

Senator Lonag. It does not look as though it would be very com-
fortable, but with the choice of getting there or not getting there, I
would rather have that than wall% or ride a bicycle.

Thank you very much, Mr. Chairman.
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Senator GRAVEL. Senator Wallop?

Senator WarLrLop. Thank you, Mr. Chairman.

Let me just dig a little into this synthetic energy issue.

First of all, I think it would be more than helpful if API could
become specific as to what laws need changing. We can sit here and
carry this line of argument back for a speech in Louisiana or up in
Alaska or W{oming and say we are going to have changed some
environmental laws, and somebody will come along and say, “Which?”’
and you just say, “Some.”

You have to get more specific in that area, especially with regard
to the development of oil shale and the in situ techniques of developing
liquefied coal and gasified coal.

Mr. BLackBURN. I think that is a fair comment. In a way, I
res};)l}y had not intended to give you testimony on that particular
subject.

Senator WaLLop. I appreciate that, but I think at some time it
should be made available as a part of the public record. Sooner or
later we are going to have to receive more details.

We see ourselves not being able to reach out to synthetic fuels.
Look at South Africa. They are building two coal gasification plants
at considerable cost.

Why is it possible for them to do it on an economic basis and sustain
the economy and not this country?

Is there any response to that? How can South Africa do it when
surrounded by everybody in the world? They go build a couple of
those plants, yet the technology is still out beyond the reach of

erica.

Mr. BLACKBURN. Yes, sir. The technology is available to synthe-
size gas from coal at the moment. The economics of doing so in the
United States are not yet favorable. The economics of doing so in
South Africa probably are favorable, for a couple of reasons.

South Africa has enormous—the same kind of coal deposits we do.
Very low mining costs. A good bit of the coal traded in the world
right now is South African coal, plus, they are not subsidizing their
consumers with cheap domestic oil, and they have not been sub-
sidizing, to my knowledge, cheap domestic gas, for years.

We subsidized our cheap domestic gas and, to some degree, we
still are, and we subsidize our economy with cheap oil. They are not
in that situation. Their economics are probably considerably different
than ours.

Senator WarLop. I am sure they are, partly because they have no
other resource available to them, but let me ask you this.

Would it be possible for API to give this committee a comparison
based on gross national product, or percentage of energy required, as
to the gas that is being gasified from coal in the South African econ-
omy versus what the same kind of gas would cost this economy?

er. BrackBurn. That is a fair request, and we will do what we
can.

Senator WarLLop. Let me ask you one other thing. With regard to
synthetics, is there any thought, [‘;ns there been any thought given, to
whether or not API would support the kind of thing that we did with
Utah tar sands or gasified coal or oil shale in Colorado and Wyoming?

1 Material is attached to prepared statement of Mr. Blackburn.
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As you recall, what the Government said was, we will buy it all from
you at this srice. If you can sell it at a higher price than that, go
ahead on and go to the market.

For a long time, the Federal Government was the only purchaser.

Now, I do not think they purchase any except for what it needs
for itself.

Is that an attractive thing?

Mr. BrackBurn. There has been a lot of discussion internally in
various companies. It is a pretty difficult thing to discuss from one
company to another, but there have been position Sapers written on
whether or not there should be floor prices, as you describe.

There are a lot of mixed feelings about floor prices. If you want a
guaranteed price, the tendency is that somebody wants to limit the
ceiling, too.

Personally %geaking, not for API, I am not too strongly in favor of
floor pricing. What 1 am trying to say, you probably would never get
a decision out of the mixture of companies, the mixture of views on
that sort of thing. It would not be an API decision. You might readily
get the views of individual companies.

Senator WaLLop. The thing that concerns me, as Ambassador
Schmidt says, if the price is going to quadruple about the time the
technology came online, the encouragement has long since passed. I
think we ought to get on to producing synthetic fuels.

Mr. BLackBURN. Let me try to give you some response to that.

Senator WavLLop. I think it relates to deregulation, ultimately, and
the reinvestment of profits for the production of energy. As Senator
Logg was asking, what would it take for us to be energfr independent?

ou mentioned the near term outlook, that did not look very good.
How long is near term? ~

Mr. BrackBurN. The next decade, maybe longer.

Senator Wavrvrop. If we got underway with it? A decade is not too
long if you had a prospect out there. You see a lot of other develop-
ments taking place.

Mr. BuackBurn. That is right. Let us keep in mind that the lead
time is quite long. The lead time in developing Alaskan offshore leases
would be 6, 7, 8 years from the time you actually start, so that is
why I say, at a minimum it is a decade, and that is probably an opti-
mistic estimate.

Senator WaLLop. It takes 8 years on a coal mine on leases already
existing.

Mr. BrackBURN. We sold some coal from Wyoming to Louisiana,
as a matter of fact. We are going to transport it, and I think we hope
to get that mine open by 1985. We are tryiliF to veet permits, at the
moment—which we hope to get, incidentally. We hope to get it
open by 1985.

Senator Lona. If I may interject at that point, we in Louisiana are
selling oil at $6 a barrel. We are paying $40 a barrel to get it back—we
are not complaining about that—to get it back as diesel fuel to use
on our boats to get more energy.

We are selling gas at 30 cents a thousand. We are willing to pay
Mexico $2.60 a thousand.

What bothers us is that nobody seems to be willing to make any
sacrifices or to do anything to solve the problem. Instead, we are
saying oh, no, don’t drill in Alaska. At least 50 percent of Alaska is
too precious to be drilled at all, historically.
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What historic person in the world was up there with an ax §00,000
years ago? I do not know. All I know is that human beings were sup-
posed to have roamed all over the whole planet at some prehistoric
tume.

Then we are told, don’t disturb the pristine pureness of the ocean
out there because it is so fantastic. The water that goes back in has
to be cleaner than the water that came out, as though we are out there
for the purpose of making fresh water out of salt water rather than
finding energy.

Wherever we turn, we are told that they are scared to death some-
body might make a profit and that the environment must come first.

After awhile, we will have a beautiful, clean environment just
freezing to death in clean air and clean snow. At some point, some-
body is going to have to put production up front as your principal
objective.

ind you, the environment is fine, but at some point you have to
say which comes first: the cleaner environment, or full production,
and some of these things get to be pretty ridiculous, like som